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Summary 


The financial condition of agricultural lenders continued to 
improve in 1989, and further gains are likely in 1990. How- 
ever, loan delinquency rates will remain high by historical 
standards for most lenders because farm financial stress is 
still present, especially in certain areas adversely affected by 
weather. Most farm borrowers remain cautious about taking 
on new debt for expansion, and some paydown of debt con- 
tinued in 1989. With stagnant loan demand and improving 
loan portfolios, lenders are again focusing competitive 


efforts on increasing their share of the agricultural credit mar- 


ket. 


The position of agricultural lenders strengthened in 1989 
because the overall financial position of farmers was the best 
since the early 1980’s. The improved farm sector financial 
situation reflects an improvement in income, cautious invest- 
ment behavior, effective cost control, increased cash financ- 
ing, and continued structuring and write-offs of outstanding 
troubled debt. Barring major weather problems, farm sector 
adjustments in the last half of the 1980’s indicate a more sta- 
ble farm sector and agricultural credit situation in the early 
1990’s. 


The large paydown in farm debt held by major farm lenders 
appears to be over and debt is expected to grow $1 to $2 bil- 
lion in 1990, or approximately 1 percent. Borrowing for 
both real and nonreal estate loans should expand in 1990 and 
creditworthy farmers should have ample access to operating 
credit. Competition for quality loans and market share 
among commercial lenders will remain keen. Demand for 
Farmers Home Administration (FmHA) direct operating 
loans could exceed the supply. Use of FmHA loan guaran- 
tees should be relatively unchanged from last year. 


After 2 years of preparation, the Federal Agricultural Mort- 
gage Corporation, Farmer Mac, published its operating rules 
in January 1990. The dollar volume of mortgages sold 
through Farmer Mac for calendar 1990 should be small 
because there is a substantial learning curve for investors, 
originators, poolers, and farmers. Commercial banks and the 
Farm Credit System (FCS) should be the main originators of 
these mortgages since they hold most of the Farmer Mac 
stock. 


Interest rates on short and long loans at agricultural commer- 
cial banks in late 1988 averaged 12.85 percent. Long-term 
rates averaged 40 basis points above short-term rates and 
fixed rate loans were priced with an average spread of about 
10 basis points above variable rate loans. Interest rates 
declined again in 1989 for Farm Credit Banks as FCS securi- 
ties gained strength in the bond market and the overall finan- 
cial strength of the FCS improved. FCS rates on real and 


nonreal estate loans averaged about 10.9 percent in 1989, 
with some long-term rates as low as 9.5 percent. 


Agricultural banks continued their recovery, posting the 
highest rate of return on assets since 1982 (based on mid- 
1989 figures). Rate of return on equity was also up, 
although increased bank equity capital levels moderated its 
growth. Nonperforming loans at these banks continued to 
decline and are now 51 percent below their 1986 peak. 


The economic recovery in agriculture was reflected in a drop 
in the number of agricultural bank failures to 24, lowest 
since 1983. Total commercial bank failures declined but still 
broke 200 for the third straight year. The number of weak 
banks, potential future failures, declined for the third straight 
year. Total weak banks stood at 269 on June 30, 1989, of 
which 53 were agricultural banks. 


Capacity to meet increased farm credit demand is more than 
adequate among the Nation’s agricultural banks. Their aver- 
age loan-to-deposit ratio, 55.7 percent, was lower than 
desired according to agricultural bankers, although it repre- 
sented a 3.1-percent increase over the previous year. Most 
of the increased credit extension was secured by farm real 
estate. 


The financial condition of the FCS improved during 1989 as 
higher interest income accrued on a smaller loan volume. 
Gross loan volume fell $2 billion during the year ending Sep- 
tember 30, 1989, twice as much as during the preceding 12 
months. Net loan volume also shrank, despite smaller reduc- 
tions in the allowance for loan losses. 


After steadily increasing throughout the decade, the FmHA’s 
direct farmer program delinquencies fell slightly to just 
under $8.7 billion at mid-1989. Despite the decline, the 
share of delinquent loan payments to outstanding loan vol- 
ume increased to 37.1 percent as loan volume dropped. 


Only 35 percent of the $3.4 billion funding available for 
FmHA’s loan guarantee programs was obligated during fis- 
cal 1989—teflecting weak demand and greater lending 
authority. Authority for guaranteed lending was up $500 
million, while direct farmer program lending authority 
remained flat. 


The mandatory restructuring of FmHA loans resulted in 
4,608 borrowers receiving loan write-downs totaling $796 
million through November 1989. Another 5,029 borrowers 
elected to pay-off their delinquent loans at the calculated net 
recovery value. The value of these write-offs was $1,034 
million. 


General Economic Developments 


Tight monetary policy and its aftereffects dominated the 
overall economic environment in 1989. Largely in response 
to higher interest rates, general economic activity slowed 
markedly throughout the year. Real GNP grew at an annual 
rate of 3.7 percent in the first quarter, but slowed to about 
0.5 percent in the fourth quarter. Nevertheless, the expansion 
celebrated its seventh birthday in December, as strong 
exports and high levels of investment bolstered 1989 overall 
output. Federal Reserve easing in the second half of the year 
set the stage for continued moderate growth with relatively 
flat inflation and slowly declining interest rates in 1990. 


Rising interest Rates Curbed Domestic Activity 


Interest rates during 1989 responded primarily to Federal 
Reserve [Fed] actions. The Fed controls the reserves avail- 
able to banks, which affects the interest rate on reserves bor- 
rowed among banks — the Federal funds rate. This Federal 
funds rate is an important part of bank costs and tends to 
guide movements in lending and other market-determined 
interest rates. 


During his February 1989 address to Congress, Federal 
Reserve Chairman Alan Greenspan reiterated his commit- 
ment to continue the policy objective set in 1988: Lower the 
inflation rate without jeopardizing future economic growth. 
Several indicators pointed toward potential double-digit 
inflation for 1989: A rapid previous fourth-quarter rise in 
overall output; a first-quarter surge in food and oil prices; 
high and rising capacity utilization; and a 14-year low in the 
unemployment rate.To defuse potential inflationary pres- 
sures, the Fed pushed up the Federal funds rate, which had 
risen throughout 1988. After an almost 40-basis-point rise in 
the last 2 months of 1988, the rate climbed another 70 basis 
points by March. From March through June, the rate hovered 
at 9.83 percent, the highest level since 1984 (fig 1). 


Analysts estimate that it takes one to two quarters before ris- 
ing interest rates substantially affect production and employ- 
ment. So the effects of Fed tightening from the last half of 
1988 and the first half of 1989 appeared in industrial produc- 
tion, payroll employment, and housing starts in the second 
quarter of 1989. Industrial production rose only 1.6 percent- 
age points over the first 6 months of 1989, compared with a 
2.6-point climb during the same period in 1988. 


Employment softened as well, particularly in the goods-pro- 
ducing sector. Between December 1988 and June 1989, the 
economy generated only 1.5 million nonagricultural jobs, 
versus the 2.1 million during the same period in 1988. 
While the service sector gained about the same number of 
jobs, goods-producing jobs rose by only 135,000 in the first 
half of 1989, a third fewer than in the first half. 
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Rising interest rates discouraged new home construction and 
housing starts fell. First-half 1989 averaged an annual 1.4 
million starts, slightly below the 1.5 million for 1988. Since 
1986, housing starts have been dropping an average of 
200,000 each year. 


Despite the slowing manufacturing sector, real GNP 
appeared strong for the first two quarters. Recovery from 

the 1988 summer drought, rising exports (see box), and 
strong business investment produced a healthy 3.7-percent 
and 2.5-percent annual growth in the first and second quar- 
ters, respectively. But approximately 2.5 percentage points 
of the first-quarter growth was due to the rebound in farm 
production from drought-lowered levels, suggesting that non- 
farm production was not growing as quickly as real GNP. 


For the first half, exports and business spending on plants 
and equipment provided the stimulus to nonfarm growth, 
while consumer spending slowed. Real business investment 
expenditures rebounded to a 4-percent annual real growth 
rate in the first half, after little or no growth during the sec- 
ond half of 1988. Businesses hiked purchases of durable 
equipment by almost 7.5 percent, with virtually no increase 
in new plants. Personal consumption, the largest component 
of GNP, slipped considerably in 1989. An average quarterly 
consumption growth rate of 3.7 percent in 1988 dropped to 2 
percent in the first half of 1989. 


Inflation Subsides as Year Progresses 


After a jump in the first quarter, producer price inflation 
rates for finished goods diminished progressively in 1989 
(fig. 2). December 1988 to March 1989 prices rose 10.2 per- 
cent (annual rate), falling to just above 5 percent from March 
to June, and then to 0.4 percent between June and Septem- 
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ber, well below the 4-percent December 1987-to-December 
1988 rate. A better indicator of overall demand pressure on 
capacity is the underlying inflation rate—the rate without the 
volatile food and energy components. Underlying inflation 
did not approach overall inflation, suggesting only moderate 
demand pressure on capacity, but the underlying rate 
declined more slowly than the overall rate throughout 1989, 
5.1 percent between December and March, 4.7 percent 
between March and June, and 3.6 percent between June and 
September. For the year as a whole, the underlying rate was 
slightly below the 1988 December-to-December rate of 4.3 
percent. 


With inflation easing and the economy softening, the Fed 
slowly reversed tactics to maintain its policy objectives. 
Falling inflation rates gave the Fed room to cautiously drop 
the Federal funds rate. Between May and August, it shed 80 
basis points, fluctuating around 9 percent during August and 
September. By December, the average monthly rate was 
8.51 percent, just slightly below December 1988’s 8.74 per- 
cent but still well above January 1988’s 6.83 percent. 


But the relatively high interest rates kept the industrial sector 
in a slump during the second half of 1989 (fig. 3). Some ana- 
lysts began voicing concern that the Fed was not easing fast 
enough and would drive the economy into a recession. By 
yearend, the production index was only 0.8 percent above 

the previous December. Manufacturing production, flat 
throughout the summer, declined sharply from September 
through the end of the year. 


Manufacturing jobs dropped with production. Durable 
goods jobs fell 121,000 between August and November, a 
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sharp contrast to the 91,000 gain during the same period a 
year earlier. Overall, goods-producing industries lost 
254,000 jobs between August and December. The service 
sector fared better. The number of service-producing jobs 
continued to rise, although not as quickly. A 1.4-million job 
increase between December and June fell to an 836,000-job 
increase between June and December. The service sector 
suffered less of an employment drop because it is less sensi- 
tive to interest rate movements. Interest-sensitive activity was 
mixed during the second half. Consumer spending spurted 
5.6 percent in the third quarter when durables rose an annual 
13.2 percent as automobile manufacturers implemented 
incentive programs to clear end-of-the-year inventory and 
promote new models. During the fourth quarter, though, 
durable consumption fell by more than 10 percent, causing 
overall personal consumption to grow by less than 0.5 per- 
cent on an annual basis. Housing starts fell to their lowest 
levels in September, only 1,264,000 units, but rebounded to 
1,428,000 in October, and fell to 1,361,000 in November. 
On average, only 1,368,000 units per month were started 
between June and November compared with 1,435,000 
between January and June. 


Moderate Overall Growth to Continue in 1990 


The outlook for 1990 shows moderate growth in real GNP, 
averaging between 2.5 and 3 percent. Interest rates are 
likely to decline further during the first part of 1990 because 
of lower underlying inflation rate and cautious Federal 
Reserve easing. Lower interest rates should fuel residential 
building. The outlook for continued export growth remains 
good, and a Census Bureau survey taken late in 1989 sug- 
gests nearly a 5-percent increase in real spending on busi- 
ness plants and equipment. Recent strong gains in capital 








Exports Spur Overall Growth 


Over the last 3 years, exports have accounted for about 
45 percent of the gains in the GNP. The fall of the dol- 
lar from its peak in 1985 was a major factor in the 
growth of exports and the slowing imports. Exports 
rose 8.1 percent in 1986, 13.5 percent in 1987, and 
17.6 percent in 1988. An 11.8-percent 1986 increase 
inports fell to 7.5 percent in 1987, and then dropped to 
6.7 percent in 1988. By January 1989, the exchange 
rate—measured by the Federal Reserve Board’s 10- 
country-trade-weighted index—was 40 percent lower 
than its 1985 peak. 


Exports and imports continued to grow at about their 
1988 rates in 1989, although most of the gain in 
exports occurred in the first half of the year. Asa 
result, the real net export deficit, which averaged $74.9 
billion in 1988, slipped to $51.2 billion in the second 
quarter, and worsened in the second half. For all of 
1989, the net export deficit averaged about $56 billion, 
the fourth consecutive year of improvement. Since 
1987, the net export deficit has contracted by about SO 
percent. 


Rising U.S. interest rates and political instability 
abroad caused the dollar to gain against most curren- 
cies in 1989. By mid-year, the dollar had risen nearly 
8 percent on a trade-weighted basis and, although it 
slipped from September through the end of 1989, it fin- 
ished the year about where it began. Federal Reserve 


spending and the likelihood of continued gain in 1990 will 
ease Capacity constraints, boosting future productivity and 
helping to hold down price increases. 


Implications For Agriculture 


A stable macroeconomic environment, with moderate real 
growth, slowly falling interest rates, and a stable or slightly 
falling inflation rate will support the agricultural sector. 
Lower interest rates will not only affect agricultural lending 
rates directly, but will also put downward pressure on the 
exchange value of the dollar, tending to make U.S. agricul- 
tural exports slightly more competitive (fig. 4). Lower over- 
all inflation suggests a modest rise in manufactured input 
costs, although recently crude oil prices have been volatile. 


easing and a concerted effort on the part of major for- 
eign central banks to bring the dollar down contributed 
to the fall after September. While the dollar moved lit- 
tle on a trade-weighted-average basis for the year, 
movements against particular currencies were more 
pronounced. For the year, the dollar gained 7.7 per- 
cent against the Japanese yen, but fell 7 percent 
against German the mark. 


Export Outlook 


The outlook for net exports remains promising. 

Slowly falling interest rates are likely to put downward 
pressure on the value of the dollar, although no major 
movement is likely. Barring an unforeseen circum- 
stance, which substantially alters the exchange rate, it 
will not likely be a major factor in export or import 
movements in 1990. Foreign economic growth, 
though, is expected to be higher than U.S. growth, sug- 
gesting support for U.S. exports. According to 
theOECD, real growth in Japan is likely to average 
about 4.5 percent in 1990, only slightly slower than 
1989’s 4.8 percent. West Germany is expected to 
grow about 3.2 percent compared with 4.3 percent in 
1989. The International Monetary Fund suggests 
developing countries will grow about 4 percent. In 
sum, though not expected to surge in 1990, export 
growth probably will continue to lead overall U.S. 
GNP growth, providing stimulus to continued employ- 
ment and production growth in other sectors. 


Figure 4 
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Agricultural Lenders 
Overview 


The financial condition of agricultural lenders continued to 
improve in 1989 and further gains are expected in 1990. 
However, loan delinquency rates will remain high by histori- 
cal standards for most lenders because farm financial stress 
is still present, especially in certain areas adversely affected 
by weather. Most borrowers remain cautious about taking 
on new debt for expansion, and paydown of debt continued 
in 1989. With stagnate loan demand and improving loan 
portfolios, agricultural lenders again seem to be focusing 
competitive efforts on increasing market share. 


The position of agricultural lenders strengthened in 1989 
because the overall financial position of farmers was 
stronger than at any time since the early 1980’s. Improve- 
ments in the farm sector’s balance sheet are due to improv- 
ing income, cautious investment behavior, effective cost 
control, increased cash financing, and continued restructur- 
ing and write-offs of outstanding troubled debt. In short, 
adjustment to the economic factors that caused the financial 
stress of the mid-1980’s (high real interest rates, higher pro- 
duction costs, high exchange rates, increased export competi- 
tion) created a climate for the economic rebound of the farm 
economy in the late 1980’s. Barring major weather prob- 
lems, the improving economic climate will likely mean a 
more stable farm sector in the early 1990’s. 


~ Recent financial reports and information indicate that, except 


for the Farmers Home Administration (FmHA), all major 
institutional lender groups continue to experience lower 
delinquencies, fewer foreclosures, declining net loan charge- 
offs, and less loan restructuring activity. Although improve- 
ment continues, the pace of working down delinquencies has 
slowed. 


All lenders report that agricultural credit demand was slug- 
gish, while the capacity to lend remained high in 1989. Agri- 
cultural commercial banks continue to have ample lending 
capacity as indicated by low loan-to-deposit ratios. For the 
Farm Credit System (FCS), the Farm Credit Banks reported 
$6.6 billion in new loans for the first half of 1989, about 98 
percent of the 1988 pace. FmHA had undisbursed direct 
operating loan funds available at fiscal 1989 yearend for 
only the second time since 1982. Total FmHA obligations 
were down slightly from 1988 and were the lowest since 
1975. For life insurance companies still actively pursuing 
agricultural investments, lending activity picked up during 
the year. Companies attribute this to greater turnover of 
farmland. 


Despite greater lending activity of some insurance compa- 
nies, outstanding loan volume continues to shrink and at the 
end of 1989 was 27.1 percent below the 1981 peak. Loan 


volume of the FCS and FmHA continues to shrink as well. 
FCS loan volume dropped by $2 billion during the year end- 
ing September 30, 1989. Outstanding FmHA volume 
declined approximately $1.5 billion from 1988. However, 
commercial banks posted volume gains of $1.4 billion, 
mostly from real estate lending. 


Farm interest rates, after declining the past 2 years, increased 
as much as 100 to 150 basis points in the first part of 1989. 
However, rates vary considerably by region and lender. 
Variation also reflects the increasing use of risk-based loan 
pricing techniques and greater lender concern over market 
share. Market share concerns are increasing competition 
among lenders for the most creditworthy customers, the top 
third of borrowers. Competing for market share instead of 
profitable loans was a common practice at the beginning of 
the decade. 


The financial health of the FCS and commercial banks con- 
tinues to improve. Net income for the FCS through the third 
quarter of 1989 was $457 million compared to $434 million 
for the corresponding period of 1988. However, the quality 
of earnings improved substantially in 1989 as more net 
income was derived from net interest income and less from 
the reversal of loan loss reserves. Agricultural banks 
reported greater average returns to equity and assets, and 
lower net loan charge-offs in 1989. These performance mea- 
sures are approaching values common before farm financial 
problems appeared in the early 1980’s. 


FmHA’s efforts to work through $8.7 billion in delinquent 
loan payments continues. Restructuring requirements of the 
Agricultural Credit Act of 1987 yielded nearly $1.8 billion in 
loan write-downs and write-offs through November 1989. 
The long process to resolve this backlog of debt, most of 
which resides under the emergency programs, will be costly. 
When coupled with reduced lending activity, FmHA’s loan 
volume should continue to fall over the coming years. The 
Secretary of Agriculture supports policies which continue to 
restrain FmHA lending activity and tighten its lending 
standards. 


Lenders report keen competition for good quality farm loan 
assets. Loan-to-deposit ratios inched up for agricultural 
banks for the year ending June 30, 1989, but surveys of bank- 
ers still indicate the ratios are below desired levels. Life 
insurance companies continue to exhibit considerable varia- 
tion in loan policies toward agriculture. Several are aggres- 
sively seeking new business while others are not. 


Rising farmland values continued to bolster sales of lender 
property acquired through bankruptcy, foreclosure, and other 
forms of financial stress. The value of acquired property 
held by the four institutional lender groups fell 13.7 percent 
the first half of 1989 and was down 23.3 percent from a year 
earlier on June 30, 1989. 


Farmer Mac Ready for Operation 


After 2 years of preparation, the Federal Agricultural Mort- 
gage Corporation, Farmer Mac, published operating rules 
and guidelines in January 1990. This will enable the long- 
awaited process of originating, pooling, and securitizing 
farm real estate and rural housing mortgages to begin. 
Credit underwriting, pool diversification, and security 
appraisal standards were first released in draft form in April 
1989. After a public comment period, the standards were 
submitted to Congress for review on June 30. 


Early indications suggest that rural housing mortgages could 
contribute more to market volume than originally thought, at 
least initially. This is because existing rural housing mort- 
gages could have a greater likelihood of meeting Farmer 
Mac documentation and underwriting standards. Regardless, 
the dollar volume of mortgages sold through the Farmer Mac 
market for calendar year 1990 will likely be small because a 
substantial learning curve for investors, originators, poolers, 
and farmers must be overcome. 


Commercial banks and the Farm Credit System should be 
the major originators of new mortgages eligible for Farmer 
Mac since they have a major share of agricultural mortgages 
and hold the majority of Farmer Mac stock. Several life 
insurance companies and a handful of agricultural mortgage 
companies, savings and loan associations, and other finan- 
cial institutions also purchased stock. 


During the year, the Office of the Comptroller of the Cur- 
rency (OCC) issued an important ruling on capital require- 
ments for commercial banks. At issue was whether banks 
had to calculate regulatory capital requirements on the entire 
portion of the loan or just the 10-percent subordinated share. 
OCC ruled that capital would have to be maintained only on 
the portion of the loan retained by the originating bank. This 
increases the profitability and attractiveness of originating 
mortgages. 


At the end of January, the number of mortgage poolers that 
will be in operation remains uncertain. All FCS district 
banks purchased sufficient stock to become poolers, but only 
six have applied with the Farm Credit Administration to char- 
ter a national pooler—called the Farm Credit Mortgage Cor- 
poration. (A number of security brokerage houses and 
investment bankers have bought stock in Farmer Mac, but 
they are not expected to actively pool loans at this time. 
Rather they are expected to participate by underwriting 
Farmer Mac-backed securities.) 


Farm Debt Stabilizing 


The paydown in farm debt should end in 1990. Total loan 
volume for commercial banks and nonreal estate loan vol- 
ume for the FCS have increased in the past year, but life 
insurance companies and the FmHA continued to post 
declines. Commercial banks experienced a 7.5-percent 


increase in real estate lending in 1989, marking the eighth 
consecutive year of increases for this category. Some of this 
increase was due to more stringent collateral requirements 
implemented during the farm financial crisis of the mid- 
1980’s. Traditionally, banks have played only a minor role 
in farm real estate lending. 


Farm loan demand should expand in 1990, producing an 
anticipated $1 to $2 billion increase in total farm debt out- 
standing by year’s end. This increase is expected to end a 6- 
year trend of debt retirement. Increased activity in the land 
market should expand the demand for mortgage loans. U.S. 
farmland values increased 5 percent in 1988, rose an esti- 
mated 7 percent in 1989, and will add another 4 to 7 percent 
in 1990. The strengthening land values should make lenders 
less concerned about the likelihood of eroding loan collateral 
values. Farmers may become less reluctant to purchase land 
and some may refinance short-term debt over a longer 
period. Farm real estate debt should increase by about $1 bil- 
lion in 1990. 


Demand for nonreal estate loans should remain high during 
1990. Farm capital expenditures fell nearly 60 percent 
between 1980 and 1986. Rising real interest rates, declining 
commodity prices, reduced agricultural exports, reluctance 
to acquire debt, falling land values, reduced planting of crop- 
land, and a binge of capital spending in the 1970’s led to 
much less capital spending in the 1980’s. If net farm cash 
income rises in 1990, agricultural interest rates remain near 
year-end 1989 levels, and the farm sector’s debt/asset ratio is 
stable or improves, capital expenditures may exceed those of 
1989 by 4 or 5 percent. Increased planted acreage and an 
aging farm machinery stock may also raise farm capital 
spending. Moreover, 1990 will likely be the sixth straight 
year when net cash income will be near or greater than $50 
billion, which should positively influence capital expendi- 
tures. Demand for nonreal estate loans should rise some- 
what during 1990. But since farmers’ cash reserves appear 
adequate and feed costs are down, nonreal estate debt should 
increase by less than $1 billion. 


Credit Access is Ample 


Creditworthy farmers should have ample access to operating 
loans in 1990, mostly from commercial banks, the largest 
suppliers. Their low loan-to-deposit ratios provide liquidity 
to meet greater credit needs. The FCS in some regions is 
offering farm customers lower interest rates to regain market 
share. In some areas, commercial bankers contend that FCS 
is lending below the cost of doing business. Life insurance 
companies vary in their policies, ranging from inactivity to 
aggressive lending plus wholehearted plans for participation 
in Farmer Mac. Life insurance companies specialize in farm 
mortgage lending. 


The outlook for 1990 indicates that competition for high- 
quality farm loans will remain keen, which should cause 


commercial lenders to keep interest rates down. Overall, 
commercial lenders have purged the bulk of their problem 
loans, restored profits, and are looking for new customers. 
The mood is generally positive, except for some lenders in 
areas with weather problems. 


Federal assistance to family-sized farms unable to obtain 
credit elsewhere is provided through the FmHA. FmHA’s 
total lending authority remains virtually unchanged from 
1989. Except for direct farm ownership (FO) and operating 
loan (OL) programs, this authority should be sufficient 
nationally to meet the needs of most higher risk farmers. 
Demand for FmHA’s direct OL and FO could exceed fund- 
ing due to last year’s drought and further acreage expansion. 
There is $900 million available for the direct OL program 
and $80 million for the FO program. In fiscal 1989, $856 
million and $95 million were obligated, respectively. 


There should be ample budget authority for FmHA’s guaran- 
teed OL and FO programs in fiscal 1990. FmHA guarantees 
repayment of up to 90 percent of an approved loan made by 
a qualified lender, if the farmer defaults. FmHA committed 
only 35 percent of its guaranteed lending budget in fiscal 
1989. 


Lenders’ Current Loan Portfolios 


The distribution of the farm sector’s $135.6 billion debt out- 
standing, excluding operator households, as of December 31, 
1989, is summarized in table 1. Commercial banks account 
for 32.3 percent of all farm loans, making them the leading 
lender, followed by the FCS with 25.9 percent. Individuals 
and others are estimated to hold 20.3 percent of the total. 


Total farm debt outstanding at the end of 1989 represented a 
decline of $57.1 billion, or 29.6 percent, from its peak in 
1983 (appendix table 1). After peaking in 1983, real estate 
debt declined 29.1 percent, and nonreal estate debt decreased 
30.3 percent (appendix tables 2 and 3). Within the real 


Table 1--Distribution of farm debt, excluding operator 
eke households, by lender, December 31, 1989 1/ 


Lender : Real : Nonreal : Total 
: estate : estate : 


ee 
we ewes eee m wee ee eee eee wer rere errr 


Commercial banks hss} 21.1 32.3 
Farm Credit System ‘ sie Ose. 6.7 2069 
popmets Home Administration : Cie 8.7 ER 
Life insurance c nies ; 4 == - 
Individuals and others a7 hy bles ont ae 
Commodity Credit Corporation : 4/ er / 
Total s54.g0en 45.20) 6100/0 


eco ecw ew ee seers eeaseceesece 
weeweewee wee e cower eceo roses eersereers 


1/ Preliminary. Due to rounding some subcategories may 
Peel to totals. 3/ Includes Small Business Admin- 
istration farm loans. 4/ $5 million or 0.0037 percent 
of total debt. This includes CCC storage and drying 
facilities loans, but excludes CCC crop loans. 


estate debt portfolio, loans held by the FCS declined 42.4 
percent from their peak in 1984. Life insurance company 
loans declined 27.1 percent from their high in 1981. 


The value of outstanding real estate loans held by commer- 
cial banks increased 63.9 percent since 1984 and 101.5 per- 
cent during the last 8 years. However, as previously noted, 
some of the increase resulted from higher loan collateral 
requirements in the wake of the farm financial crisis rather 
than from new land loans. The collateral requirement shifts 
loans from the nonreal estate category into the real estate cat- 
egory. The dollar volume of FmHA real estate loans peaked 
in 1985, but has declined only 11.7 percent since. It 
increased 4.1 percent over the 1981-89 period. Despite these 
changes, the FCS remains the dominant real estate lender 
with 35.0 percent of the market in 1989, down from a peak 
of 43.6 percent in 1984. 


A number of important changes have occurred in the nonreal 
estate portfolios of the major farm lenders. By the end of 
1989, FCS nonreal estate loans had declined 57.1 percent 
from their 1981 peak. At the end of 1987, commercial bank 
loans had decreased 26.7 percent from their top figure in 
1984, before increasing 3.6 percent by 1989. By 1985, 
FmHA loans had increased 11.6 percent from 1981, but then 
declined 19.9 percent during 1985-89 for a 7.2-percent over- 
all decline for the entire 1981-89 period. 


Substantial paydowns in the nonreal estate portfolio began in 
1981 for the FCS and in 1984 for commercial banks (appen- 
dix table 3). Through the end of 1988, the FCS paydown 
totaled $12.5 billion and the 1984-87 paydown of commer- 
cial banks was $10 billion. (The latter had a $1.0 billion or 
3.6-percent increase in 1987-89 in real estate loans outstand- 
ing.) The FCS percentage decline was more dramatic 
because it came from a smaller initial base. In 1989, the 
FCS held 14.9 percent and commercial banks held 46.7 per- 
cent of total nonreal estate debt. The comparable figures in 
1981 were 25.4 and 37.3 percent. Thus, in the shrinking 
farm debt market of the 1980’s commercial banks increased 
their share. 


The overall paydown in the farm loan portfolio appears to 
have been driven more by demand than supply. Farmers 
have decided to hold less debt for a variety of reasons. 
Large amounts of debt coupled with high interest rates made 
debt servicing a costly item. Moreover, as other interest 
rates declined in the 1980’s, those for the farm sector tended 
to come down more slowly. But by 1987-89, compared with 
the early 1980’s, interest rates were lower, farm income 
stronger, asset values stable, and debt down. 


Information on delinquent farm loans by lender during 1980- 
89 is shown in table 2. FmHA had the highest delinquency 
rates in both dollars and share of the portfolio. The total 
value of delinquent loans peaked for commercial banks in 


Table 2--Delinquent farm loans, by lender, 1980-89 


eee ewe ee ee em ewe ew ww wm ee ee we Me ee ee ee eo ee ee ee ew eee ee ee ee ee ee eee eee 


Commercial banks 3/ 4/ : NA NA 9 
Farm Credit System 5/_ : 2 4 at 
Life insurance companies 6/ : “2 22 8 
Farmers Home Administration 7/ : 3.6 5.8 929 
Commercial banks 3/ 4/ : NA NA 2.5 
Farm Credit System 5/— : =) 2 lea 
Life insurance companies 6/ 3 2.0 3.7 6.4 
Farmers Home Administration 7/ : 18.2 24.1 37.9 


for the Farmers Home Administration (FmHA) and end of the 


NA= Not available. 1/ End of fiscal year (Sept. 30) 
calendar yest (Dec. 31) for the other lenders. 
most of the farm loans in this lender group. 
group experienced the same delinquency rate. 
status, from the reports of condition submitted b 
Farm Credit System also reports “other high-risk 


/ June 30. 
Data shown are obtained by assuming that the remaining institutions in the 
4/_ Farm nonreal estate loans past due 90 days or more or in nonaccrual 
commercial banks. S 
ste oans," but not all such loans are delinquent. 
Report of Condition and Performance of the Farm Credit System, Farm Credit Corporation of America 


insured 


Yearend 1/ : Mid- 
wn rrr nr rrr nnn eter rere s rrr ns ear 
1983 1984 1985 : 1986 1987 =: 1988 989 2/ 
Billion dollars 
ee: con 2.6 ue 15 4 yee 
ies Con 5.3 al 5r2 4.5 2.9 
1.0 hee hear 1.8 1.3 8 8 
11.0 12.1 11.9 12.0 11.8 12e5 Via, 
Percentage of outstanding loans 
3.8 5.2 as 7.0 5.2 3.5 5.5 
1.8 3.3 8.7 14.4 9.9 8.6 SO 
8.3 9.6 ASet 17.0 14.3 8.9 8.7 
43.9 45.9 41.5 42.9 45.8 49.8 53.9 


3/ Delinquencies were reported by institutions holding 


5/ Data shown are nonaccrual loans. The 
Data are from Summary 
for quarters ending 


on June 30 for the years 1986-89: Farm Credit System Annual Information Statement--1986, Federal Farm Credit Banks 


Funding Corporation, March 6, 1987; and, for 
the Farm Credit System, A i 
0 days. 


a loan was delinquent when a payment was more than $10 and 15 
Data shown are for Septe’ 
arable with those shown for other 
amount of the loans that are delinquent (as do the data shown for other lenders), rather than the 
delinquent payments that is often reported as FmHA "delinquencies." 


a payment is more than 30 days past due. 
very short-term delinquencies and so are more c 
total outstandin 
smaller amount o 
Administration, 616 report, various issues. 


Source: 
Bulletin, Vol. 73, No. 7, July 1 


; 87, p. 529. 
cited by Melichar. 


1985 and for the FCS and life insurance companies in 1986. 
Delinquencies as a percentage of outstanding farm loans 
peaked in 1986 for all lenders except FmHA, but still remain 
high by post-Depression standards. 


A key concern for farm lenders is the amount of loan losses 
they have to absorb. Losses for commercial banks, FCS, and 
FmHA for 1982-89 are shown in table 3. During 1985-89, 
these lenders had agricultural loan charge-offs totaling $13.8 
billion. The absolute amount of losses experienced by com- 
mercial banks was higher than for the FCS as a whole during 
1984-85. This changed in 1986, however, with FCS abso- 
lute loan loss levels rising above those experienced by com- 
mercial banks. But in 1987 the commercial banks once 
again had higher losses. FCS loan losses as a percentage of 
loans outstanding remained below those experienced by com- 
mercial banks throughout the 1984-87 span. (Commercial 
bank agricultural loan loss data are not available for 
1982-83.) 


The varying pattern of losses reflects institutional, account- 
ing, and regulatory differences. Commercial banks tend to 
focus on farm production loans, where problems surfaced 
more quickly than for farm mortgages in FCS’s loan portfo- 
lio. Moreover, until 1985 the FCS tended to show more loan 
forbearance than commercial banks. The regulators at the 
time more closely monitored commercial banks, pressuring 
them to recognize loan losses sooner. In 1985, the FCS 
began to move toward more stringent accounting procedures 
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years before 1985, from Farm Credit Administration Financial Forecast of 
ndix B, Farm Credit Administration, May 1987. a n E 
Data are from the American Council of Life Insurance, Investment Bulletin, various issues. : r 2 
1 , a loan is delinquent if 


6/ Loans with interest in arrears more than 
in,. 7/_ Prior to 1988 
days past due. Beginning in 1988 1 
r 30; thus, they avoid the yearend seasonal peak in 

enders. The FmHA data reflect the 


Data are from Farmers Home 


Data through 1986 adopted from Emanuel Melichar, a ne the Corner on Troubled Farm Debt," Federal Reserve 
Data beginning with 198 


7 obtained by ERS from the same sources as those 


and the Farm Credit Amendments Act of 1985 changed the 
Farm Credit Administration’s (FCA) regulatory role to more 
closely match that of the Federal commercial bank regula- 
tors. Also, the FCS realized the challenges that it tended to 
downplay in 1982-83 had to be addressed. The result was a 
much more realistic approach to FCS problem loans.Never- 
theless, it often takes a number of months to close out delin- 
quent farm mortgage loans. Thus, once recognized, FCS 
farm mortgage loan problems required significant time to 
work their way through to final settlement. However, the 
FCS mortgage loan write-off figures did not remain high for 
1987, as might have been expected. The FCS took a “wait 
and see” approach that year because of the Federal legisla- 
tion being debated and because the FCS banks simply could 
not afford in many instances to foreclose and realize the loan 
losses. 


Another factor explaining some of the difference in the tim- 
ing of write-offs between FCS and commercial banks may 
be the March 1986 Federal commercial bank regulators’ pol- 
icy initiative to assist banks experiencing heavy losses due to 
adverse developments in the farm and energy sectors. One 
part of this policy encouraged banks to renegotiate problem 
loans on more favorable terms to their troubled borrowers. 
Another part reinforced the incentive for bankers to work 
with their cash-strapped borrowers by changing the way 
renegotiated debt is reported. 


Commercial F i 
Year : banks 1/ : rovtrano 
Million dollars (Percent of loans. 
1982 NA 1 
1983 NA antes 
1984 900 (2.3) 428 (0.5) 
1985 1,300 (3.7) 1,105 (1.6) 
1986 1,200 (3.8) poet (223) 
1987 535 (1.8) 488 (0.9) 
1988 140 (0.5) 7/ 413 (0.8) 
1989 8/ 41 (0.1) (13) O/ 
Reesor eavalloblesi1/ Calendar. yearidata for nonreal eatate loane. 


ginning Secret ey : 
are not available for life insurance companies. 
0.05 percent. los ee 
Sans cur ina ae qual see mye banks with more than 25 
av Ow after regulatory a i 

banks reported more than Saf rivera toredeet el oes 


Source: 


of America, and Farmers Home Administration. 


FmHA exercised extreme loan foreclosure forbearance into 
1985, which resulted in low farm loan losses being reported 
by the agency. FmHA’s policy of considerable forbearance 
continued in 1986 and 1987 because the agency’s foreclo- 
sure activities were restricted by Congress and the courts. 
The outcome was low reported loan losses, but an accumulat- 
ing amount of delinquent loans. 


FmHA is beginning to resolve the delinquent loan volume 
that accumulated during the 1980’s. The Agricultural Credit 
Act of 1987 gave FmHA extensive guidelines to resolve its 
problem. FmHA has the authority to foreclose on delinquent 
loans after a complex set of restructuring rules fails to assist 
the borrower, including forgiving some principal and 
interest. 


Recent Developments in Agricultural Lending 
Commercial Banks 


Agricultural banks have nearly completed their recovery 
from the farm financial crisis of the mid-1980’s. Annualized 
mid-1989 results indicate a rate of return on assets (ROA) of 
1.1 percent, up from a low of 0.4 percent in 1986 and the 
highest since 1982. The increase in profitability was abetted 
by the continued decline in nonperforming loans, down 51 
percent from the June 1986 peak to 2.3 percent of total 
loans. In both cases, agricultural bank performance led that 
of small nonagricultural banks to which they are often com- 
pared, although nonagricultural banks are recovering as well. 


Agricultural bank loan-to-deposit ratios rose for the second 
straight year as loan demand continued its slow climb. 
While the 2.8-percent increase from June 1988 to June 1989 
exceeded the 1.3-percent increase of the previous year, agni- 
cultural banks retain more than adequate liquidity to increase 
credit extension. Small nonagricultural banks experienced 
an even greater increase of 3.3 percent in their loan-to- 


year data for nonreal estate loans. 
Includes data on the insured (direct) and guaranteed farm loan programs. 


1 5/ Loan l dat illi 
7/ Does not include losses under the deferred loan. Perrine tara, taneh eens 


e -million in agricultural loan lo 
and Farm Credit System and Life insurance company data throu 


Exhibit: Life 
insurance company 
foreclosures 4/ 


Farmers 
_ Home : 
Administration 3/ : 


32 (0.1) 170 (1.3) 

77 (0.3) 247 (1.9) 
128 (0.5) 289 (2.5) 
257 (0.9) 530 (4.8) 
434 (1.5) 827 (7.9) 
1,199 (4.3) 692 (7.5) 
2,113 (8.4) 364 (4.0) 
3,297(12.4) 159 (1.8) 


emer eee em ee ee ee ee em ee wm ee ee we ee ee ee ee ee ee ee ee ew eee eee 


2/ Calendar year data. 3/ Fiscal year data be- 

4/ Loan charge-off data 

6/ Less oie 
e- 


program initiated in the fourth quarter of 1987. 


rcent of their loans to agriculture in farm-dependent areas 
an losses over a seven-year period. 
ss deferrals. 
gh September 30, 1989. 


American Council of Life Insurance, Board of Governors of the Federal Reserve System, Farm Credit Corporation 


1989, 47 


As of June 30, 
30, 1989 


8/ Commercial bank data through June 
9/ A gain of 0.03 percent. 


deposit ratio which was already significantly higher than that 
of agricultural banks. 


The two most common definitions of agricultural banks are 
those of the Board of Governors of the Federal Reserve Sys- 
tem (FRB) and the Federal Deposit Insurance Corporation 
(FDIC). The FRB considers a bank to be agricultural if its 
ratio of farm loans to total loans exceeds the unweighted 
average of such ratios at all commercial banks on a given 
date (16.01 percent as of June 30, 1989). The FDIC uses a 
25-percent ratio of agricultural to total loans as its criteria. 
As of June 30, 1989, there were 4,319 agricultural banks by 
the FRB definition and 3,271 by the FDIC definition (table 
4). Agricultural bank numbers peak at midyear due to high 
agricultural loan levels then decline with payoffs. From 
June 1988 to June 1989, the number of FRB agricultural 
banks dropped by 149 (3.3 percent) while by the FDIC mea- 
sure they dropped 138 (4.0 percent) (Unless otherwise men- 
tioned, the FRB agricultural bank definition is employed 
below). 


While the number of banks continues to decline, their lend- 
ing to agriculture has begun to increase again. Total com- 
mercial bank farm loans increased by 3.4 percent in the year 
ending June 1989, including increases of 7.5-percent in real 
estate and 1.4 percent in nonreal estate debt. The portion of 
this debt held by agricultural banks declined, however. At 
mid-1989, the agricultural bank share of total commercial 
bank farm real estate debt stood at 51.6 percent while the 
nonreal estate farm loan share was 57.6 percent. These rep- 
resented 3 and 1 percent declines in shares from a year 
earlier. 


Overall, commercial bank farm production loan quality con- 
tinued to improve. Nonperforming loans comprised only 3.3 
percent of the total at mid-1989, the lowest level since 1982 

(table 5). Agricultural banks continued to improve their loan 


nt 


Table se ores ce of definitions of agricultural banks, 
1982-89 1/ 


wee em mem me ee ee ee ee we ee ee eB ee ee we ee ee ee ee ee we ee we ew wee ee ee ee ee ee eee ee 


Item : 1982 : 1983 : 1984 : 1985 : 1986 : 1987 : 1988 : 1989 2/ 


mercial 
Banks 14,418 14,427 14,410 14,283 14,008 13,505 12,961 12,860 


Agri- 

cultural 

Banks 

(FRB) 5,156 5,115 4,987 4,847 4,704 4,480 4,337 4,319 


FRB farm 
loan ratio 
(Percent) 17.74 17.56 16.97 16.14 15.78 15.60 15.73 16.01 


Agri- 
cultural 


Banks 

(FDIC) 4,112 4,065 3,922 3,682 3,516 3,335 3,236 3,271 
1/ Includes domestically chartered, FDIC-insured commercial 

banks with non-zero deposits. 2/ 1989 figures are for June 30, 

all others are December 31. 


Source: Calculated from the Report of Condition and Report of 
Income files, Board of Governors of the Federal Reserve System. 


Table 5--Delinquent loans as a percentage of total loans by type of bank, 1983-89 1/ 


: Nonperforming loans : : 
Date and type Ce ee : Past due 30-89 : Total 
of bank 2 Non- : Past due 90 days :  Total_non- : days and still =:  delingent 
accrual : or more and still : performing 2/ : accruing : loans 2/ 
: accruing ' : : 
Percent 

June 30, 1983 
Agricultural 1.0 1.6 Cat 2.0 4.6 
Nonag small banks 3/ te2 1.3 2.5 2ee 4.6 
June 30, 1984 
Agricultural 1.6 1.6 3.2 aed 3 
Nonag small banks 1.1 1.0 2.1 2.0 4.0 
June 30, 1985 
Agricultural 2.5 1.6 4.1 2.2 6.4 
Nonag small banks 1.4 9 25 2.2 4.5 
June 30, 1986 
Agricultural 3.1 1.6 4.7 ene 7.0 
Nonag small banks 1.6 1.0 2.6 2.3 4.9 
June 30, 1987 
Agricultural 2.6 1.2 3.8 1.9 5.7 
Nonag small banks eis 8 2.5 2.0 4.5 
June 30, 1988 
Agricultural 1.9 8 rail 407, 4.4 
Nonag small banks 1.5 ML ue 1.9 4.1 
June 30, 1989 
Agricultural 125 aff eS NA NA 
Nonag small banks 1.4 as Cen NA NA 


eee em eee ee eee eee ee ee em em ew we ee ee ee me eee ee ee me me Pe ee ee ee wm ee ee ee ee ee me ee ee ee ee ee ee ee ee ee ee ee ee eee ee ee www wwe ee eee ee eee ee eee 


NA = Not available. 1/ Data in this and subsequent tables are weighted by bank asset size. 2/ Columns may not 
poe eens due to rounding. 3/ Banks with less than $500 million in assets which were not agricultural by the FRB 
efinition. 


_Sources: Johnson, James, Emanuel Melichar, and C. Edward Harshbarger, "Financial Condition of the Farm Sector and 
Financial Institutions," oesr presented at the eynbog Le on Financial Stress in Agriculture: Issues and Implications, 
Kansas City, MO., Nov. 24, 1986, updated by Nicholas Walraven, FRB Staff, in December 1988, and calculated from the 
Report of Condition and Report of Income files, Board of Governors of the Federal Reserve System. 
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quality as their nonperformings dropped to 2.3 percent from 
2.7 percent a year earlier. As of June 1989, approximately 
$2.8 billion in loans at all banks had been reported as renego- 
tiated and performing, virtually unchanged from a year ear- 
lier. Agricultural banks’ share of renegotiated loans 

declined to $692 million from $750 million in mid-1988. 
Renegotiated loans accounted for 0.94 percent of loans at 
agricultural banks as of mid-1989 compared to 0.24 percent 
at other small banks. 


' Net farm nonreal estate loan charge-offs for all banks stood 
at slightly over half the level of a year earlier and provisions 
for loan losses fell, reflecting bank management expectations 
of continued loan quality improvement. The Competitive 
Equality Banking Act of 1987 included a provision allowing 
small (less than $100 million in assets) agricultural banks 
(using 25 percent definition) in farm-dependent areas to 
spread their farm loan losses over 7 years instead of taking 
them in the year they are incurred. Through mid-1989, 47 
banks reported deferring $41 million in such losses. While 
small, these losses would have substantially increased agri- 
cultural loan charge-offs during the first half of the year. 


The improvement in bank loan quality was reflected in the 
continued decline in numbers of failed and weak banks. 
Only 24 agricultural banks failed in 1989 compared to a high 
of 75 in 1987. Nonagricultural bank failures rose slightly in 
1989 to 182, reflecting continued impacts of energy and non- 
farm real estate loan problems. 


In 1986, the FDIC instituted two policies designed to limit 
the credit market interruptions associated with bank insolven- 
cies. The first, “open bank assistance,” helps banks nearing 
insolvency avoid closure by exchanging a portion of their 
nonperforming loans for cash. The FDIC usually requires a 
change in the bank’s management, a wipe-out of current 
stockholders’ equity, and infusion of additional private capi- 
tal. In 1989, one nonagricultural banking corporation 
received open bank assistance, down from 21 in 1988. 


The second FDIC policy, “whole bank” closure, mitigates 
the problems and costs associated with bank insolvencies. 
The “whole bank” method provides funds to the acquiring 
bank to cover the failed bank’s loan portfolio, including the 
bad loans. In 1989, 41 bank failures were resolved with this 
method, down from 56 in 1988. Of these, 12 were agricul- 
tural banks. 


The number of weak nonagricultural and agricultural banks 
has declined, indicating that failure rates should decline fur- 
ther (fig. 5). Banks with primary capital asset ratios below 
5.5 percent as well as those with adequate capital ratios but 
substantial impending losses could have applied to the for- 
bearance program through their primary Federal regulator 
until December 31, 1989. The program expires January 1, 
1995, giving banks in the program a minimum of 5 years to 
rebuild their capital. 


Applications for the capital forbearance program had 
declined in 1988, after increasing steadily since its inception. 
By September 1988, 490 banks had applied, 273 had been 
admitted, 114 rejected, and 96 had withdrawn their applica- 
tion or exited the program. In 1989 the number of applica- 
tions continued to decline as the FRB regulators reported 10 
new applicants and admited only 6 of those while the FDIC 
regulators reported 40 new applicants and admitted only 23. 
The application numbers for the OCC are not available as 
this article goes to publication, but the OCC regulator states 
that the number of their applicants has declined as well. Pre- 
liminary data indicate that most of those exiting the program 
are failing rather than graduating. 


Interestingly, the bulk of severely stressed banks are not in 
the forbearance program. As of June 1989, 405 banks 
reported primary capital of less than 5.5 percent of assets, 62 
more reported above-standard capital ratios but with nonper- 
forming loans exceeding total capital. Agricultural banks 
account for about 21 percent of those reporting substandard 
capital and about 21 percent of the banks with above-stan- 
dard capital ratios but with nonperforming loans greater than 
capital. 


Overall, agricultural bank profits rose to an annualized ROA 
of 1.1 percent, 13 percent above a year earlier (table 6). 
Rate of return on equity (ROE) was up 11 percent over the 
same period for agricultural banks at 11.8 percent. Once 
again, agricultural banks outperformed their small nonagri- 
cultural counterparts whose ROA was 0.9 percent and ROE 
was 11 percent. Nonetheless, these ROA and ROE figures 
for small nonagricultural banks represented 24 and 21 per- 
cent improvements over the previous year. 


Figure 5 
Weak and Falled Commercial Banks 
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Table 6--Selected bank performance measures by type of bank, 1982-89 1/ 


Rate of return on equity 
capita 
Agricultural banks 
Nonag small banks 
Rate of return on 
total assets 
Agricultural banks 1.1 
Nonag small banks 9 
Provisions for loan 
losses as a percent 
of total loans 
Agricultural banks 8 1.1 
_Nonag small banks 8 8 
Capital as a percent of 
assets 
Agricultural banks 
Nonag small banks 


—= 
oo 


9.4 
8.4 


9.3 
8.5 


ee 
8 


oN 


9.5 
8.5 


: 1985 5 1986 : 1987 : 1988 1989 

- : : Estimated 
Percent 

6.0 5.1 7.6 10.0 11.8 2/ 
11.0 8.3 8.1 8.7 10.0 2/ 
5 4 ae. 9 Neat2/ 
8 -6 6 aif. 9 2/ 

2.4 2.4 1.4 8 6 

1.0 1.3 1.0 9 7 
9.6 9.5 9.8 10.0 10.4 3/ 
8.5 8.4 8.8 8.8 9.1 3/ 


_1/ Rate of return on equity is net income after taxes as a percent of the average of total equity capital at the be- 


ginning and end of the 
on December 31. 2/ 198 
based on an updated definition of total capital. 
banks’ capital levels. 


ear. 


Source: 
System, March 1986, revised appe 
Staff 
Reserve System. 


Agricultural banks increased their already high levels of total 
capital to 10.4 percent of assets as of June 30, 1989. This 
was a 2.3-percent rise over the preceding year. Small nonag- 
ricultural banks raised their total capital 2.8 percent over the 
year to a capital-to-asset ratio of 9.1 percent. Equity capital 
as a percent of assets increased for both bank groups as well; 
to 9.4 percent for agricultural banks and 8.1 percent for 
small nonagricultural banks. These high levels of total and 
equity capital reflect lessons learned during the farm finan- 
cial crisis of the mid-1980’s and will increase the ability of 
these bank groups to survive another downturn. 


Liquidity declined slightly at both agricultural banks and 
small nonagricultural banks in the year prior to June 30, 
1989. Loan-to-deposit ratios rose to 55.7 percent for agricul- 
tural banks and 68.9 percent for the others. Agricultural 
bank loan-to-deposit ratios are still lower than desired by 
bank management. However, since loans in general are less 
liquid than securities (the other major asset category of 
banks) the loan-to-asset ratio sheds some additional light on 
bank liquidity. The average agricultural bank loan-to-asset 
ratio stood at 49 percent on June 30, 1989. The similar ratio 
for small nonagricultural banks was 60 percent. Thus, agri- 
cultural banks retained substantially more liquidity, allowing 
them to respond to increased credit demand. 


Two additional policy developments in 1989 are likely to 
impact future agricultural bank credit extension. First, atten- 
tion focused on the OCC’s positive ruling affecting the treat- 
ment of capital of those banks who participate in the Farmer 
Mac secondary mortgage market. The ruling will allow par- 
ticipating banks to maintain capital reserves against only 
their subordinated 10 percent of the loan rather than the origi- 
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Rate of return on total assets is net income after taxes as a 
numbers are first-half data at annual rates. 
The changes are minor and do not, for the most part, affect small 


rcentage of total assets 


3/ First half data. he post-1987 figures are 


Melichar, Emanuel, "Agricultural Banking Experience, 1985," Board of Governors of the Federal Reserve 
ndix data as of November 1986, updated in September 1988 by Nicholas Walraven, FRB 
, and calculated from the Report of Condition and Report of income files, Board of Governors of the Federal 


nal loan amount before pooling. This should be a significant 
incentive toward bank use of Farmer Mac. 


Second, an area of growing policy importance is developing 
as environmental management moves from protective legisla- 
tion to court interpretations. These interpretations are caus- 
ing banks to adopt careful and sometimes expensive 
strategies for fear of being held liable for environmental dam- 
ages stemming from a property they foreclose on or have 
actively been involved in managing. 


Bankers are making broader use of environmental site audits 
to document the condition of properties for which financing 
or foreclosure is being considered. Individual audit fees 
average about $3,500 and more than $100,000 if test wells 
are required. Ultimately, increased costs will be transferred 
to borrowers as higher loan closing costs or interest rates. 


In addition, how the 1990 Farm Bill addresses these issues 
will be of particular interest to agricultural bankers. This leg- 
islation could further define environmentally sound agricul- 
tural practices and be used in determining who can be held 
liable for past and future damages. 


While agricultural banks remain well positioned to extend 
credit, a substantial and increasing share of credit is being 
provided by other banks (table 7). Larger banks often hold 
higher levels of farm loans, but these represent a small pro- 
portion of their total loan portfolios. Nearly one- quarter of 
all commercial bank farm debt is held by the largest class of 
nonagricultural banks. Nonagricultural banks held slightly 
over 44 percent of commercial bank agricultural debt on 
June 30, 1989. 


The improved health of agricultural banks has not allayed all 
fears about the growing importance of large banks in agricul- 
tural lending and in general. The high failure rate among 
agricultural banks in the 1980’s, the pace of financial innova- 
tion, and impacts of deregulation have combined to raise con- 
cern over the long-run viability of agricultural and other 
small banks in the new more competitive environment. 


A traditional way to evaluate financial performance is to 
look at profitability, liquidity, solvency, and efficiency. 
Tables 8 and 9 provide ratios commonly used in evaluating 
different size banks. 


Bank capital reduces risk by cushioning losses and supports 
liquidity by maintaining borrower confidence, allowing the 
bank continued access to financial markets. At mid-1989, 
the smallest banks’ equity capital ratio was nearly double 
that of the largest banks. The equity capital level of large 
banks is increasing in anticipation of a change in capital 
requirements in 1991. Equity capital in the largest bank cate- 
gory increased 6.8 percent over the year prior to June 30, 
1989. Total capital for these banks increased only 0.3 per- 
cent, however. 


The loan-to-deposit ratio has traditionally been used to mea- 
sure liquidity. However, changes brought about by financial 
innovation and deregulation have altered the ratio’s interpre- 
tation somewhat. Some types of loans can now be readily 
sold, thus reducing the need to hold securities for liquidity 
purposes and allowing expansion of loan portfolios. Broader 
and deeper markets for nondeposit funds allow banks to alter 
management strategies through the purchase of funds, espe- 
cially short term. Thus, management adapting to these 
changes might expect higher loan-to-deposit ratios and lower 
deposit-to-liability ratios. Large banks are employing these 
strategies and have much higher loan-to-asset and loan-to- 
deposit ratios and lower deposit-to—liability ratios (table 8). 


Profitability is normally measured by ROA and ROE. The 
smallest banks were significantly less profitable in 1989 than 
any of the other groups (table 9). However, ROA did not 
appear to be directly related to bank size as the peak of 0.99 
percent occurred in the $101-$300 million banks. The $26- 
$50 million banks nearly equalled the rate of return of the 
largest banks. However, the effect of leverage among larger 
banks is reflected in an average ROE that was nearly two 
and one-half times the average rate of return for small banks. 


An increasingly competitive banking environment has raised 
the rewards for efficient operation. This means controlling 
costs while generating maximum revenues on assets held. 
Asset utilization is a measure of gross revenue produced by 
each $100 of assets. In 1989, the larger banks held the 
advantage in asset deployment. This results from the higher 
proportion of assets held in the form of loans by larger 


pals 


banks. Small banks hold a higher proportion of their assets 
in securities, which typically earn lower returns. 


One impact of deregulation was to encourage the “unbun- 
dling” of products, i.e. charging individually for services pre- 
viously provided as a package. This has resulted in a variety 
of fees which are a major component of noninterest income. 
This income provided a much higher portion of total income 
for the largest banks than any other group. This is especially 
significant when the ratios of interest-expense-to-total- 
expense and interest-expense-to-interest-income are consid- 
ered. Evaluation of the latter two ratios indicates that total 
expense nearly equals interest income, thus freeing non- 
interest income for profit. 


Small banks, especially rural or agricultural ones, also face 
several other obstacles in competing against larger banks. 
First, it may be difficult for them to compete for manage- 
ment specialists. Members of the small bank management 
team often serve in several roles in an effort to hold person- 
nel costs down. Second, some new financial instruments 
such as financial futures and options may have minimum 
transaction sizes exceeding the capacity of a small bank. 
Third, participation in some financial activities or markets 
may be hindered by remoteness from markets or dependence 
upon reputation. Fourth, ability to generate fee income may 
be curbed in smaller communities as customers resist sepa- 
rate pricing for services previously received for “free”. 
Finally, uneven treatment by regulators willing to allow 
small sized institutions to fail and procedures for disposing 
of them have helped larger banks. There is insufficient evi- 
dence to predict the demise of small banks; however, moni- 
toring their performance can yield clues to their continued 
ability to provide farm credit. 


Farm Credit System 


The financial condition of the FCS improved during 1989 as 
higher interest income accrued on a smaller loan volume. 
Gross loan volume fell $2 billion during the year ending Sep- 
tember 30, 1989, twice as much as the preceding 12 months 
(table 10). Net loan volume also shrank, despite smaller 
reductions in the allowance for loan losses. 


With the institutional reorganization in mid-1988, the FCS 
stopped reporting financial data for Federal Land Banks and 
their associations (FLB/FLBA’s), providing long term credit, 
Federal Intermediate Credit Banks and their Production 
Credit Associations (FICB/PCA’s), providing short and inter- 
mediate term credit. The FCS now reports data for Farm 
Credit Banks (FCB’s) and their associations, which replace 
the FLB/FLBA’s and FICB/PCA’s. The resulting break in 
information has made detailed analysis of how System dis- 
trict performance changed since the passage of the 1987 Act 
impossible from published reports. 
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Table 7--Agricultural lending of DO i banks by bank 
total asset size, June 30, 1989 
: Number : Total Avg. > Ag. : Ag loans 
aC : ag ag : lending : to 
Total assets : banks : loans : loans : share : total loans 


apiece No. Batata? --Percent-- 
under 26 1804 583 = ee 3.7 
26 - 50 2038 1513 aif 3.2 3.5 
51 - 100 2026 2580 les 5.5 3.1 
101 - 300 1761 3919 Zao 8.3 ne 
301 - 500 332 1151 Sa5 225 1.4 
over 500 580 11007 19.0 23.4 Bid 
“Totalawe le Wl esate loo7ss! » (2:40 meme 2.9 
__i/, This represents the percentage of total comercial bank 
porteueture oans held by this size group of nonagricultural 


Source: Calculated from the Report of Condition and Report of 
Income files, Board of Governors of the Federal Reserve System. 


Table 8--Selected commercial bank solvency and liquidity measures 
by bank total asset size, June 30, 1989 
: Number : Capital : Equity : Loan  : Loan : Deposit 
Totaleuce of, q Ads cnet OMe oe COMME SE CODE Et COms 
assets : banks 1/: asset 2/: asset : deposit : asset : liability 


aes we cw am a ww a ee men So a en eee ae |e os oe cs esos es en en uw ems mmm (enw (es bb ee am, wm ee a iP (Oh) Ub se ona se ww eee 


Aollere NOe Sau ihe sre ceitig a= ='cislne Percent<<so9=selas-=<'- 
Under 26 3950 Nee 10.2 58.0 50.9 97.8 
26 - 50 3361 10.0 9.1 60.5 BS aif 97.8 
5 e-al OU mec L0O 9.5 8.7 62.4 55.4 96.1 
101 - 300 1927 8.8 7.9 69.3 60.6 95.1 
301 - 500 334 8.9 fie 75.3 63.8 91.8 
over 500 582 8.0 DES 88.1 63.6 92.7 
Total/Avg. 12860 8.3 6c mel Ope Coo LoS 


1/ Insured commercial banks having positive quantities of as- 
sets, pee and deposits. 2/ Total capital includes equity 
capital. 


Source: Calculated from the Report of Condition and Report of 
Income files, Board of Governors of the Federal Reserve System. 


Table 9--Selected commercial bank profitability and efficiency measures by bank total asset size, June 30, 1989 1/ 


: Return 32) ReEturMm Frei: : Noninterest income : Interest expense : Interest expense 
: on : on : Asset. : 0 : to : to 
Total assets —_—_—:_assets 2/ che equity 3/ : utilization 4/ : total income : total expense : interest income 
MILLION is aii iilematiads A hl ae lalll Reni k aii aaiahsaannas 
dollars ---Percent--- 
under 26 0.63 6.18 10.26 8.47 58.38 55.23 
26 - 50 0.86 9.45 10.21 7.34 61.89 56.29 
51 - 100 0.96 11.14 10.23 7.92 62.61 56.54 
101 - 300 0.99 12.53 10.50 8.85 61.81 56.50 
301 - 500 0.95 12.97 10.58 9.35 62.23 56.80 
over 500 0.87 15.04 11.42 15.19 66.53 66.39 
Average 0.89 13.77 11.35 13.60 65.30 63.90 


wee m mem mm mmm mmm ee ee ew ee eee ee ee eee ee ee ee ee ee ee ee ee ee ee ee we ee ee eee ee ee ee eee eee 
we meee eee mm em eee em ee ee we we ee ee eee ew ee ew ee ee 


1/_ All ratios are on an annualized basis. 2/ Rate of return on assets is net income after t 
total assets. 3/ Rate of return on equity is net income after taxes as a percentage of to aia? Rect etli 
zation is gross income as a percentage of average total assets. ee 2 Fal eel RY cinahoa Assen Bebb 


aera Calculated from the Report of Condition and Report of Income files, Board of Governors of the Federal Reserve 
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Saale ee SS ae See Meee wee See eee ewe ee ee we ces eww ecceaca 


ieee. item TPS heer: : Sept. 1988 Dec 

Berementroticomdition: § = = = |... 
Loans 52,583 
Less allowance for loan losses ,400 
Net loans. 50, 183 
Cash and investment , 103 
Other property owned 702 
Other assets 2,623 
Total assets _ 61,610 
Total liabilities 56,310 
Protected borrower 

copitas including 

allocated surplus _ SRS 
Other capital, including 

surplus 1,585 
Total liabilities and capital 61,610 


Source: 


: 1988 March 1989 : June 1989 Sept. 1989 
Million dollars 
50,744 50,390 50,589 
1034 1,721 639 
48,960 48,669 48,951 
8,380 8,953 9,931 
60 532 506 
2,446 2,487 2,851 
60,403 60,641 62,239 
7 984 55,626 57,181 
3,288 2,591 1,992 1,837 
2,828 3,023 Sel. 
60,403 60,641 62,239 


Farm Credit Corporation of America, Summary Report the Condition and Performance of the Farm 


Credit System, Quarters ending September 30, {988 through September 30, 1989 


Some general information on loan volume of categories 
somewhat similar to the FLB/FLBA and FICB/PCA is avail- 
able. For the FCS as a whole, instead of FLB/FLBA loan 
volume, long-term real estate volume is currently being pub- 
lished; instead of FICB/PCA, short and intermediate volume 
is reported. But the two categories of loans are currently not 
published with respect to individual districts in a format that 
can be used for purposes of income comparison. 


Long-term real estate loans for the FCS declined 5.3 percent 
to $150 million during the first three quarters of 1989. The 
decline has been attributed to several causes, including less 
demand for long-term agricultural loans as the financial con- 
ditions of potential borrowers improve, competition from 
other lenders, and cyclical change. Also farmers are 
required to purchase less System stock in order to borrow 
from the FCS. Since the purchase of borrower stock is gener- 
ally financed by the institution extending the loan, reduced 
requirements can lower both System volume and capital 
stock. 


By the end of the third quarter of 1989, short- and intermedi- 
ate-term loans had increased by 10.6 percent over the first 9 
months of 1988, mainly due to the cyclical nature of the pro- 
duction process. Loans to cooperatives had declined 1.1 per- 
cent since the beginning of the year. But while domestic 
loans decreased $841 million, (partially attributable to cycli- 
cal change), international loan volume jumped $727 million. 


In general, the BC’s had stronger credit quality than the 
FCB’s by the third quarter of 1989. For BC’s, the ratio of 
allowance for loan losses to high-risk loans ranged from a 
low of 53 percent (CoBank, the BC which covers all terri- 
tory except the St. Paul and Springfield districts) to 74 per- 
cent (St. Paul). The Springfield district reported no high-risk 
loans. The same ratio for FCB’s ranged from 12.4 percent 
(Wester — Sacramento) to 154 percent (Springfield). 


Including the FLB/FLBA of Jackson (in receivership) and 
the FICB of Jackson, the FCB group’s allowance for loan 
losses as a percentage of high-risk loans was 21.6 percent. 
The net loan charge-offs as a percent of allowance for loan 
losses for the FCB’s as a group was 0.4 percent, ranging 
from 8.4 percent (Spokane) to negative 3.8 percent (Louis- 
ville), where less was lost from default than had earlier been 
recognized. In comparison, both the St.Paul and the Spring- 
field BC’s had virtually no charge-offs, and the BC’s as a 
group reported a net charge-off to allowance for loan losses 
ratio of 0.3 percent. 


From 1985, when the FCS first reported significant financial 
difficulties, to 1988, when the bailout legislation became 
law, FCS net income rose from negative $2.789 billion (a net 
loss) to positive $704 million (table 11). During the same 
period, provision for loan losses declined from $2.969 bil- 
lion, (implying money was taken out of net income), to nega- 
tive $680 million, (as financial capital was injected back into 
net income). Thus, most of the actual income change dur- 
ing the period is attributable to change in the provision for 
loan losses. 


Table 11--Farm credit system income, net interest, and loan loss 
provisions, 1985-89 1/ 


Item 1989 2/ : 1988 1987 1986 1985 
A le 8 Million doliars 
Net interest 732 787 509 781 1,295 
Provisions for 
loan losses (232) (680) (196) 1,798 2,969 
Net income (loss) 457 704 GUC 9 13) a G25,789) 


"47. Net interest and loan loss provisions are two major compo- 
ents of net income. 2/ Data for 1989 is for the 9 months end- 
ing September 30, 1989. 


Source: farm Credit Corporation of America, Summary Report of 


Condition and Performance of the Farm Credit Syerrty Quarter 
ended December 31, 1986 and subsequent news releases. 
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In 1989, this was no longer true. Net income rose more dur- 
ing 1989 than in 1988 due to an increase in net interest 
income, and because in 1988 a one-time loss was recorded to 
cover the repurchase of System debt. For the first 9 months 
of 1989, net interest income was up 28 percent over the com- 
parable 1988 period. A major reason for this was that the 
FCS was operating with the average maturity on assets 
shorter than the average maturity of debt. Since interest 
rates were generally rising during 1989 (with the exception 
of the third quarter of 1989), income rose faster than 
expenses. Other reasons include the recent buy-down of out- 
standing high-cost debt and the steep decline in nonaccrual 
loans. 


Offsetting the gains in FCS earnings were unusual expenses 
such as premiums paid to the insurance fund, a fund compa- 
rable to the FDIC, (legislated in 1987) and a smaller reduc- 
tion in the allowance for loan losses. Roughly $232 million 
was taken out of the allowance for loan losses and put back 
into net income during the 9 months ending September 30, 
1989, in contrast to a $469 million shift during the 9 months 
preceding September 30, 1988. 


The Farm Credit Administration, (FCA), the regulator of the 
FCS, now requires capital paid into the insurance fund to be 
reported by the FCS as an expense in the System’s financial 
statement. The FCS itself, however, has concluded that the 
funds should be classified as a restricted (risky) asset, and 
has brought a law suit against the FCA to change the regula- 
tion. If the financial statements had been reported as the 
FCS currently challenges, System capital at the end of the 
third quarter of 1989 would have been increased by roughly 
$317 million and net income for the first three quarters of 
1989 by roughly $57 million. 


The decline in the allowance for loan losses reflects an 
improvement in the loan portfolio (table 12). While accru- 
ing loan volume has dropped more than $15 billion since 
1985, when the FCS first reported significant financial diffi- 
culties, as a share of total loan volume it has actually 
increased by 2.4 percentage points. Net loan recoveries 
were $13 million during the first 9 months of 1989, in con- 
trast to $82 million in net charge-offs for that period of 1988. 
Nonaccrual loans were down 35 percent to $2.6 billion by 
the third quarter of 1989 from 12 months earlier. High-risk 
loans (nonaccruals, restructures, and other high-risk) and 
loan-related assets dropped to 15.2 percent of total loans and 
loan-related assets by the third quarter of 1989 from 16.4 per- 
cent at the beginning of the year. Other property owned fell 
almost $160 million during the first 9 months of the year as 
the inventory of acquired property was aggressively mar- 
keted and farmland values rose. 


The Agricultural Credit Act of 1987 (P.L. 100-233) encour- 
aged or required several changes in the structure of the FCS 
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Table 12--Farm credit system total loan volume and accruing 
loan volume, 1985-89 


Item 1989 1/ 1988 1987 1986 1985 
ee ee ee eee ape Billion dollars 
Total loan volume 51.4 51.4 SUS) 58.2 69.8 
Accruing loans 48.0 48.1 47.3 Dilel 64.5 


Percent 


Percent of volume 
accruing 94.8 93.6 91.8 87.8 92.4 


ae Data for 1989 is for the 9 months ending September 30, 


Source: Farm Credit Corporation of America, Summary Report of 
Condition and Performance of the Farm Credit System, Quarter 
ended December 31, 1986 and subsequent news releases. 


which should make it more resistant to the type of down- 
swing that occurred in the mid-1980’s. For example, to 
deter sharp drops in capital and loan volume the act required 
borrower stock purchased after October 5, 1988, to be 
redeemable when the loan is paid off at face value regardless 
of book value. Retirement of borrower stock issued after 
that date is not automatic. Protected borrower stock dropped 
50.4 percent between 1988 and the end of the third quarter of 
1989, while other capital rose 102.8 percent. By the end of 
the third quarter of 1989, protected borrower stock had 
dropped to $1.8 billion while other capital had risen to $3.2 
billion. New borrower stock can pay dividends, even before 
the initial loan is paid back, if the issuing institution has met 
its schedule for increasing capital. Currently, borrower stock 
works effectively like an initial loan fee. 


As noted, the 1987 Act required that the FLB and the FICB 
of each district merge into a “Farm Credit Bank” (FCB). 
The Jackson FLB went into bankruptcy before the merger. 
Without statutory direction, the FCA required the Jackson 
FICB to remain separate until a suitable merger partner 
could be found. 


Then in June 1989, the FCA ordered the Jackson FICB to be 
merged into the Texas FCB. The order was challenged by 
the Jackson FICB and the Wichita FCB, with which the Jack- 
son FICB had been interested in merging. The challengers __ 
assert that a quorum of the FCA board is necessary for 
merger authorization. The ramifications of the suit therefore 
go further than the Jackson merger. 


The 1987 Act also required a committee to draw up a merger 
plan to reduce the number of districts from 11 to as few as 
six. The committee identified FCB’s with similar financial 
profiles and adjacent territories which might be merged into 
new viable institutions. However, even though an estimated 
$55 million to $80 million could be saved through merger, 
current reorganization between associations and between 
banks within districts, financial issues surrounding the Fed- 
eral assistance program, and the differences in operational 
procedures between banks, made an effective merger pro- 


posal impossible within a reasonable time frame. Having 
produced their report, the committee disbanded. District 
merger negotiation is now solely the province of specific 
institutions. 


One of the most significant organizational changes during 
1989 was the merging and re-chartering of FCS associations. 


On January 1, 1987, a year before the legislation was passed, 
the System had 37 banks, 233 FLBA’s, and 155 PCA’s. By | 


the end of the third quarter of 1989, there were 11 FCB’s 
(from mergers at the district level between FLB’s and 
FICB’s), the FLB of Jackson, the FICB of Jackson, the 
CoBank (from merger of 10 district BC’s and the Central 
Bank for Cooperatives), the Springfield BC, the St. Paul BC; 
146 FLBA’s, 85 PCA’s, 39 Agricultural Credit Associations 
(ACA’s) (formed from the mergers of PCA’s and FLBA’s), 
and two Federal Land Credit Associations (FLCA’s) (table 
13). The ACA’s are direct lenders of both short and long 
term credit. The FLCA’s were formed as the FLB’s trans- 
ferred their lending authority to FLBA’s. 


Most associations reorganized during the first months of 
1989, though mergers continued through the year as late and 
revised plans were accepted by the FCA. The number of 
FLBA’s and PCA’s increased slightly during 1989 through 
continued restructuring. 


The 1987 Act created the Financial Assistance Corporation 
to issue 15-year U.S. Treasury guaranteed debt, to assist eli- 
gible System institutions. Institutions may ask for assistance 
if the value of their stock falls below face value, and must 
ask for assistance if it falls below 75 percent of face value. 


Figure 6 


By the end of 1989, $847 million of these funds had been 
used to assist four FCS banks, (Jackson, Louisville, Omaha, 
and St. Paul), all of which had stock valued less than 75 per- 
cent of face value. A fifth FCB, Spokane, is expected to ask 
for assistance by mid-March (figure 6). 


Only one bank receiving financial assistance under the 1987 
Act went bankrupt. The Jackson district FLB went into 
receivership in May 1988, the first FCS bank ever to do so. 
The FCB of Texas has now taken over most of the Jackson 
FLB portfolio. On February 10, 1989, the FCB of Texas 
bought $940 million of loan and loan-related assets of the 
FLB of Jackson, paying $94 million cash and assuming $846 
million of the Jackson FLB debts, $17 million of which was 
accrued interest. The Jackson FLB later repurchased $80 
million of the assets. 


The Jackson FLB remains primarily liable for $765 million 
of FCS debt, most of which will mature in the next 2 years. 
By October 1989, the Jackson FLB was reporting a cumula- 
tive deficit of $398 million, the estimated cost of liquidation. 
While the Jackson FLB is not expected to cover all of its 
losses, its remaining assets should meet debt service require- 
ments through the first half of 1990. 


The 1987 Act also required banks to purchase stock in the 
Financial Assistance Corporation in anticipation of their 
repayment of any Federal assistance that was to be provided. 
Because it soon became clear that relatively little of the line 
of credit would be tapped, FCS banks requested a reduction 
in the assessment. In October 1988, the Bumpers-Pryor 


Farm Credit Banks’ Surplus and Unimpalred Financlal Assistance Stock, September 30, 1989* 


District 
Springtield............ 
Baltimore ............ 
Columbia. 
Louisville 
Jackson (FICB) 
St bouise 





Wichita Aa? 
mexasioy seis 
Western 


Spokane... 





(Zoy  *0 20 60 








Surplus (deficit) 


- Unimpaired financial 
assistance stc ’ 


100 140 180 
$ million 
* Financial assistance stock Is the capital Infusion provided by legislation in 1987 to maintain the solvency of FCS bonds. 
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Table PAG EO pea System district associations, September 


District  «§«-_-_—_— terrence cence nner c eer e creer eer er rece recece- 
FLBA’s PCA‘s ACA‘s FLCA’s 
Springfield - : 13 - 
Baltimore 1 1 16 = 
Columbia 20 1 : : 
Louisville = 2 3 2 
Jackson ue 2 - = 
St. Louis 21 5 = 2 
St. Paul 22 19 4 = 
Omaha 1 1 - = 
Wichita 15 16 - - 
Texas 50 21 2 a 
Sacramento 15 15 3 . 
Spokane 1 2 = eS 
Total 145 85 39 2 


1/_ Federal Land Bank Associations (FLBA’s) administrate long- 
term real estate loans. Production Credit Associations (PCA‘s) 
provide short- and intermediate-term credit. Agricultural Cre- 
dit Associations (ACA’s) are direct lenders of both short- and 
long-term credit. Federal Land Credit Associations (FLCA’s) 
were formed as the Federal Land Banks (FLB’s) transferred their 
lending authority to FLBA’s. 


Source: Farm Credit Administration, Office of Financial 
Analysis, Financial Analysis and Standards Division. 


Amendment of the 1988 Appropriations bill was passed, 
allowing banks to “pay as they go” for Federal assistance 
rather than being required to pay the full costs outlined in the 
1987 Act. This legislative change would have required rec- 
ognition of an additional $500 million in the Federal budget, 
but has been repealed. 


Instead, in the process of Federal budget negotiations, a com- 
promise was reached and signed into law in December 1989. 
The portion of Financial Assistance Corporation stock pur- 
chased which is in excess of the amount of assistance actu- 
ally used by October 1, 1991, (when the line of credit 
expires) will be refunded only after the line of credit expires. 
However, interest will be paid on the portion of System 
stock purchases that are in excess of the value of the assis- 
tance tapped. The interest payments began December 13, 
1989. 


Farmers Home Administration 


After increasing every year of the decade, FmHA’s direct 
farmer loan program delinquencies fell slightly to just under 
$8.7 billion at mid-1989. However, the share of delinquent 
loan payments to outstanding loan volume increased to 37.1 
percent, as loan volume dropped (table 14). The outstanding 
principal balance on these delinquent loans dropped $700 
million to $12.7 billion by mid-1989, or 54 percent of out- 
standing volume. 


FmHA’s loan delinquency problems reside primarily with its 
direct Emergency Disaster (EM) and Economic Emergency 
programs (EE) which accounted for 75 percent of delinquent 
payments at the end of fiscal 1989 (table 15). The majority 
of these loans were made from the late-1970’s to the early- 
1980’s, a period of liberal lending practices. During the 
peak year of 1981, $6.2 billion in EM and EE loans was 
obligated. 
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Table 14--Farmers Home Administration direct farmer loan program 
delinquencies, June 30, 1980, to June 30, 1989 1/ 


: Number of active cases 2/ : 


(caseload) : 

Date : : Delinquent 3/ : Delinquent 4/ 

Total Total Propor- : Total : Amount : Share of 

3 tion 3 : : total 

--- Number --- Pct -- Mil. dollars -- Pct. 
1980 :372,046 62,200 nGnh 18.192.4 827.6 4.6 
1981 :423,134 84,955 20.1 22,905. 1,592.9 7.0 
1982 :434,460 120,166 27 24,137.4 2,933.6 12.2 
1983 :436,611 146,251 33.5 24,410.2 4,131.8 16.9 
1984 :446,855 158,237 35.4 207569 Oma 59 lao 21.3 
1985 :455,561 165,344 36.3 27,786.3 6,384.8 23.0 
1986 :429,146 157,391 36.7 27,834.6 6,835.2 24.6 
1987 :396,910 143,270 36.1 26,252.33 7,005.8 26.7 
1988 :383,571 1 86 39.5 25,395.7 8,749.7 34.5 
1989 :353,703 136,847 38.7 23,474.6 8,699.7 37.1 


1/ June 30 of year shown to account for the annual cyclical 
trend in delinquencies. 2/ Duplicated cases because some _ 
borrowers have loans under several different programs. Prior 
to 1988 active cases excluded those borrowers who are in fore- 
closure, bankruptcy, or liquidation status. 3/ Prior to 1988 
a case was considered delinquent when a Ps nt was more than 
$10 and 15 days past due. Beginning in 1988, a case is delin- 

uent if a payment is more than ob cays past due. 4/ Amount 
lelinquent includes past due principal and interest payments. 


_ Source: Farmers Home Administration, 616 report, various 
issues. 


Table 15--Farmers Home Administration direct farmer loan program 
delinquencies by program, September 30, 1989 
Number of active cases 1/: Principal outstanding 
. (caseload) : 


Direct farmer : 


programs : ae : Soar eee ae 
: Total : Total : Propor- : Total : Amount : Share of 
: : capt Ones : seeetotal 
---Number--- Percent --Mil. dollars-- Percent 
Farm ownership 
(FO) _ 108,325 23,512 21.7 7,003.3 622.4 8.9 
Farm ownership 
-- nonfarm 
enterprises 1,064 263 24.7 42.9 aS 12.5 
Operating 
loans -- 
excluding 
youth (OL) 97,433 34,741 35.7 5,225.6 1,347.9 25.8 
Operating 
loans -- 
youth 792 265 3355 3.1 Veo 49.9 
Emergency dis- 
aster (EM) 88,575 35,082 39.6 7,682.6 4,629.9 60.3 
Economic emer- 
gency (EE) 37,120 17,267 46.5 3,065.1 1,342.8 43.8 
Recreation 152 44 28.9 10.0 2.4 24.0 
Soil and 
water 12,873 3,468 26.9 249.2 53.2 21.4 
Economic 
opportunity 108 95 88.0 0.2 0.2 94.3 
Total 346,442 114,737 332.1 4 235,281.9 8.00526 34.4 


1/ Duplicated cases because some borrowers have loans under 
several different programs. 2/ A case is considered deliquent 
when a payment is more than 30 days past due. 3/ Amount de- 
linquent includes past due principal and interest payments. 


Source: _Farmers Home Administration, 616 report for 
September 30, 1989. 


The EE program has not been funded since 1984. It was 
designed to help farmers overcome economic hardship 
brought on by credit scarcity or a cost-price squeeze. The 
program was popular because its eligibility requirements 
were lax and it offered large interest rate subsidies. The EM 
program provides low-cost loans to farmers who suffered 
from natural disasters, such as drought and floods. The 
majority of EM and EE delinquent loans have been in that 
status for at least 3 years and in many cases are uncollectible 
because of inadequate collateral. These loans tend to be 
larger than other FmHA loans because the caps were greater. 
BE and EM loans account for the majority of FmHA’s loan 
write-offs. 


in 


Net write-offs under FmHA’s direct loan portfolio amounted 
to $3.2 billion in fiscal 1989, up from $2 billion the previous 
year. Write-offs reflect losses of loan principal and accrued 
interest but do not include losses due to annual interest rate 
subsidies, which alone total in the billions. Losses have 
risen and delinquencies have fallen because FmHA is finally 
resolving delinquent loans that accumulated through the 
1980’s. 


Loans are being resolved through a complex five-phase ser- 
vicing policy begun in late 1988 when FmHA sent delin- 
quency notices to 66,426 borrowers. The policy, outlined by 
the Agricultural Credit Act of 1987, requires FmHA to 
restructure loans more than 180 days delinquent, with the 
objective of keeping farmers on the farm at the lowest cost 
to the Government. 


FmHA uses primary servicing tools, such as loan consolida- 
tion, reamortization, and reduced interest rates to assist farm 
borrowers in paying their debts. If a feasible debt repayment 
plan cannot be constructed using these options, FmHA must 
offer delinquent borrowers write-downs of principal and 
interest debt to the calculated net recovery value of collateral 
(market value less liquidation costs), if necessary, to keep 
farmers on their farms. 


If these servicing options or any combination of them fail to 
construct a feasible repayment plan, the borrower may pay 
off the loan at the calculated net recovery value and continue 
farming without FmHA credit. If unable to pay off the loan, 
the borrower may lease or buy back real property or exercise 
homestead protection rights after FmHA gains possession. 
These options are known as preservation benefits. 


To receive restructuring benefits, the borrower must have 
acted in good faith when dealing with FmHA and have delin- 
quent accounts for reasons beyond his or her control. If 
either of these requirements is not meet, the borrower may 
still pay off the loan at the net recovery value or receive pres- 
ervation benefits. Congress may repeal the benefits to bor- 
rowers who have acted in ’bad faith’ with FmHA, such as 
selling collateral without FmHA’s permission. 


The restructuring policy required a massive processing effort 
by FmHA staff and increased loan servicing activity over the 
previous year. During fiscal 1989, 21,000 FmHA borrowers 
had loans rescheduled, reamortized, or consolidated. This 
compares with 15,000 in 1988. Limited Resource Interest 
Rates were extended to 76 percent of Farm Ownership (FO) 
and 60 percent of Operating Loan (OL) program borrowers. 
These rates are generally 3 percentage points below regular 
rates. FmHA also deferred loan payments and subordinated 
collateral to other lenders to assist its customers. 


The restructuring activity under the latter phases of the pol- 
icy yielded an estimated $1.83 billion in loan losses as of 
November 30, 1989. Write-downs on loans were extended 
to 4,608 borrowers and totaled $796 million. In addition, 
5,029 borrowers received $1.034 billion in write-offs when 
paying off their loans at the net recovery value. 


Despite the benefits of the servicing policy, over 31,000 bor- 
rowers who received FmHA notices did not respond, giving 
FmHA the right to commence collection action. Another 
7,000 borrowers requested appeals or mediation because 
they did not accept FmHA’s restructuring offer. In Septem- 
ber 1989, FmHA sent out another batch of notices to long- 
term delinquent borrowers, bringing the cumulative total to 
75,352 as of November 30, 1989. The processing of delin- 
quent borrowers continues. 


The number of borrowers receiving foreclosure notices from 
FmHA in 1989 increased to 957 from 725 in fiscal 1988. 
More foreclosures are likely because of a November 1989 
dismissal of the class action law suit that barred FmHA fore- 
closures for much of the last S years. The Supreme Court 
refused to hear a last appeal of the case, thus ending the legal 
roadblock. Originally, the class action suit had argued that 
FmHA lending procedures had denied borrowers their consti- 
tutional rights. The courts have confirmed that FmHA regu- 
lations issued for the Agricultural Credit Act of 1987 address 
the original grievances. 


Delinquencies under FmHA’s loan guarantee programs at fis- 
cal 1989 yearend were small compared to the direct pro- 
grams, but continued to climb (table 16). Guarantee 
delinquencies are lower than direct loan programs because 
loans are newer, repayment problems are resolved quicker, 
and a smaller portion of the guarantee portfolio is devoted to 
emergency lending (table 17). Under a loan guarantee, 


Table 16--Farmers Home Administration guaranteed farmer loan 
program delinquencies, September 30, 1982, to 
eptember 30, 1989 


oS z Delinquent Delinquent 2/ 
: Total : Total : Proportion : Total Amount : Share of 
5 : : total 
--- Number --- Pct. -- Mil. dollars - Pct. 
1982: 4,067 180 4.4 405.0 12.6 Saf 
1983: 3,467 186 5.4 355.5 14.6 4.1 
1984: 4,111 235 Set 484.2 16.2 325 
1985: 7,160 313 4.4 834.5 19.3 2.3 
1986: 15,137 723 4.8 1,664.5 31.4 1.9 
1987: 23,558 1,106 4.7 2,384.0 42.6 1.8 
1988: 35,746 1,388 3.9 3,177.6 54.1 tet 
1989: 38,840 1,733 4.5 3,243.7 60.6 1.9 


1/ September 30 of year shown. 2/ Amount deliquent includes 
past payments of principal and accrued interest. 


Source: Farmers Home Administration, 4067 report, various 
issues. 
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Table 17--Farmers Home Administration guaranteed farmer loan 
program delinquencies by program, September 30, 1989 


Guaranteed 
ee ee : e 


: Total : Total : Propor- : Total : Amount:Share of 
: 3 zat : : : total 


---Number--- Percent -Mil. dollars- Percent 


Farm ownership 5,549 300 5.4 Wi2ss1Se5 les 
Operating loans 23,670 1,063 4.5 2,370.8 32.9 1.4 
Emergency loans 10 1 10.0 0.4 0.5 100.0 
Economic emer- 


gency 748 199 26.6 95 22cm lend 
Emergency live- 

stock 39 17 43.6 OO T Sewanee 

Total 38,840 1,733 4.5 3,243.7 60.6 19 


1/ Emergency, Economic Emergency, and Emergency Livestock guar- 
anteed loan programs are currently not being funded. 2/ Amount 
sel neuen includes past due payments of principal and accrued 
interest. 


Source: 


: Farmers Home Administration, Report 4067 for September 
30, 1989. 


FmHA guarantees repayment of up to 90 percent of an 
approved loan made by a qualifying lender, if the farmer 
defaults. These guarantees are supposed to be extended to 
family-sized farms unable to obtain regular commercial 
credit. 


Loan guarantee losses totaled $68 million in fiscal 1989, 
down from $91 million in the previous year. Losses repre- 
sented 2 percent of outstanding guarantee volume at year- 
end. A General Accounting Office report argues that 
guaranteed lending practices and oversight may need to be 
tightened to avoid the losses that have racked the direct pro- 
grams. However, because commercial lenders must shoul- 
der the first losses and guarantee loans are no longer made 
for emergency purposes, losses of the magnitude experi- 
enced by the direct programs seem unlikely. Yet, because 
the majority of guarantees are relatively new, the number 
that potentially could sour may be masked. 


Combined outstanding direct and guaranteed farmer program 
principal at the end of fiscal 1989 stood at $26.5 billion, 
down 6.1 percent from the previous year. Outstanding direct 
loan volume declined $1.8 billion to $23.3 billion, while 
guarantee volume increased slightly during the year. 
Increased loan write-offs have helped pare direct outstanding 
loan volume. The decline in direct loan volume can also be 
explained by reduced direct lending authority resulting from 
the 1985 shift to greater reliance on guaranteed lending. 
Despite the decline, FmHA still holds 15 percent of total 
farm debt and remains the dominant farm lender is some 
regions. 


Total guarantee and direct lending activity (obligations) 
were down slightly in 1989 (table 18). Unused funding 
remained for the direct farm operating loan program at year- 
end for only the second time since 1985 (table 19). The OL 
program provides loans for up to 7 years (15 years in some 
circumstances) to purchase equipment or livestock, to 
finance annual operating expenses, and to refinance debts. 
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-- s Home Administration farmer program obli- 
Lae partons September 30, 1982, to September 30, 1989 


jecneneceerensenornnensnenneees = Siar : Oust any 

: : Di Guarante rincipa 
ee Total : Direct: 6 yet enter es e nclpal 

: : : Share : programs 3/ 

: 5 : of total : 
i. aes Matton: dol laraenee Percent Million dollars 

: 4,113.9 4,062. — 51.2 Uae 24, 568.5 
1083: $070.7 3,000.1 70.6 2.3 24,607.2 
1984: 4,438.7 3,995.8 442.9 4/ 10.0 26,093.2 
1985: 5,927.7 4,753.0 1,174.7 19.8 28,817.5 

4,367.5 2,807.9 1,559.6 Set 29,240. 

1987: 3,080.5 1,515.0 1,565.5 50.8 28,147.6 
1988: 2,320.7 1,065.8 1,254.9 54. 28,242.6 
1989: 2,229.6 1,030.1 1, a5) 53.8 26,525.6 


1/ Obligations are the dollar_amounts of funds loaned or 
uaranteed. 2/ Fiscal years. 3/ Total principal balance of 
oans guaranteed by FmHA and direct or insured FmHA loans at 
earend. 4/ Includes $289.9 million in guaranteed Economic 
mergency loans. 


Source: Farmers Home Administration, 616 Report, 4067 
Report, and 205 Report, various issues. 


oor s Home Administration major farmer program 
oe tending authority and obligations, fiscal 1989 


-- Thous. dollars -- 


Farm ownership (FO) 


t 95,000 94,933 
aierenteed 724,000 305,727 
i OL 

Ops iirect Spe tero 932,500 856,018 
Guaranteed 2,598,109 879,174 
Emergency Oecd (EM) 530,000 73,493 

Int t rate lown 
: progrem it 100,000 14,180 


1/ Budgetary limits on the volume of new loans that can 
be issued during the year. 2/ Actual amount of lending 
authority committed to new loans or loan guarantees. 


Source: Farmers Home Administration 


Only 35 percent of the $3.4 billion available for the guaran- 
tee loan programs was obligated during the year, reflecting 
weak demand for guarantees and greater lending authority. 
Guarantee lending authority was up $500 million in 1989, 
while direct farmer program lending authority remained flat. 
Guarantee authority rose due to a transfer of unused lending 
authority from fiscal 1988’s EM program. 


Use of the guarantees by lenders continues to be below 
expectations. Most loans guaranteed by the agency continue 
to go to higher risk private or cooperative lender customers 
and not FmHA’s direct loan customers. Commercial banks 
are the primary issuer of the guarantees. They have com- 
plained that paper work involved with participating in the 
program deters them from participating to the full extent pos- 
sible. FmHA is working to further streamline its guarantee 
processing procedures. 


Interest Rate Buydown program use continues to soften. 
The program provides interest rate assistance to guaranteed 
borrowers unable to project a positive cash flow. FmHA 
matches interest rate reductions offered to the borrower by 
the participating lender, up to 2 percentage points. One 
explanation for lenders’ reluctance to use the program is the 
high degree of default that still exists with such high-risk 
loans. As a result, the interest rate buy- downs tend to go to 
the lenders’ existing high—risk customers rather than new 
customers. 


Emergency Disaster loans issued in fiscal 1989 doubled to 
$73.5 million, far less than the $530 million available. The 
increase was largely attributed to drought conditions in 1988 
and 1989. However, lending activity was minor compared 
to the 1970’s and early 1980’s when annual obligations often 
totaled in the billions, and peaked at $5.1 billion in 1981. A 
1985 policy requiring the purchase of crop insurance before 
receiving emergency loans, and generous drought assistance 
legislation, minimized demand for the program. 


Life Insurance Companies 


During 1989, the agricultural mortgage portfolios of the life 
insurance companies improved, but the level of financial 
stress remained high in terms of earlier norms. Historically, 
agricultural real estate mortgages have been an important life 
insurance company investment and a key source of real 
estate loan funds. Approximately 38,500 agricultural mort- 
gage loans were held by about 15 life insurance companies 
on June 30, 1989. 


Delinquency rates based on the number of loans held by life 
insurance companies were iower for agricultural mortgages 
than for nonagricultural loans throughout the 1970’s. The 
agricultural delinquency rate first exceeded the nonagricul- 
tural rate in June 1981, and it has done so continuously since 
June 1982 (table 20). The June 1987 agricultural mortgage 
delinquency value of 9.12 percent was the highest recorded 
since the American Council of Life Insurance initiated its 
survey in 1954. It has declined to 4.68 percent, still in 
excess of the rate on nonagricultural mortgages. 


The delinquency rates on the volume of loans outstanding 
are proportionately higher for agricultural mortgages 
because the agricultural loans are larger on average. The per- 


Table 20--Life insurance company mortgage loan delinquencies, 
1980-89 1/ 


mortgages : mortgages Mortgages : mortgages 

a es a Percent -------------+------ 

1980 June 95 9 -79 2.82 
Dec. 1.06 54 .89 2.00 

1981 June 89 1.02 ats 4.04 
Dec. Aeyil 7 69 3.69 

1982 June 1.03 1.70 87 6.45 
Dec. 1.07 1.66 -83 6.40 

1983 June 4.04 2.99 1.04 9.82 
Dec. 1.10 2.63 -90 8.27 

1984 June As 3.88 93 10.38 
Dec. 1.24 3.78 -90 9.58 

1985 June 2.45 6.26 1.02 14.89 
Dec. 1.43 6.34 1.16 15.06 

1986 June 1.335 9.08 1.91 19.85 
Dec. 1.64 8.30 2.65 17.01 

1987 June 1.46 9.12 2.96 18.01 
Dec. 1.60 6.83 2.61 14.31 

1988 June 1.53 6.75 Qatts 13.27 
Dec. 1.74 4.44 2.44 8.87 

1989 June 4.55 4. eato 8.65 


1/ Delinquent loans (including loans in the process of fore- 
closure). A delinquent loan is a nonfarm mortgage with interest 
payments in arrears at least 2 months (60 days if other than a 
monthly pay) or a farm loan with interest in arrears more than 
90 days. Renerting companies account for approximately 80 to _ 
85 percent of the mortgages held by U.S. life insurance companies 
depending on the date of the survey. 


Source: American Council of Life Insurance, Investment Bulletin, 
various issues. 


cent of agricultural mortgage debt that is delinquent has 
exceeded the nonagricultural rate since June 1978. The 
share rose to a record 19.85 percent in June 1986, but 
declined to 8.65 percent by June 1989 (table 20). The nonag- 
ricultural mortgage delinquency rate was 2.75 percent in 
June 1989. Some $757 million of life insurance company 
agricultural mortgage loans were delinquent on June 30, 
1989. 


Agricultural mortgage foreclosure rates by number of loans 
have exceeded nonagricultural rates since June 1979, and 
stood at 2.35 percent in June 1989 (table 21), down from the 
record high 3.91 percent recorded 2 years earlier. A total of 
904 life insurance company agricultural mortgage loans 
were in the process of foreclosure on June 30, 1989, down 
from the 1,915 on June 30, 1986. 


Agricultural mortgage foreclosure rates by dollar amount of 
loans outstanding have exceeded nonagricultural rates since 
June 1978 and reached record levels in the 1980’s (table 21). 
On June 30, 1986, a record 8.23 percent of the amount out- 
standing was in the process of foreclosure, but by June 30, 
1989, it had declined to 4.67 percent. A total of $408.7 mil- 
lion in life insurance company farm mortgage loans were in 
the process of foreclosure on June 30, 1989, down from the 
$573.0 million of a year earlier. 


The number and dollar amount of agricultural and nonagri- 
cultural loans actually foreclosed during 1980-89 are shown 
in table 22. Agricultural mortgage foreclosures rose each 
year of the 1980’s until 1986 when they peaked at $827.5 
million. During 1982-85, the dollar amount of agricultural 
mortgage foreclosures even exceeded that for nonagricul- 
tural mortgages. Completed agricultural foreclosures 
declined to $364.4 million in 1988 and to $116.6 million for 


Table 21--Life insurance c ay mortgage loans in the process of 
foreclosure, 1980-89 1/ 


a nw a re a a a ee ew ew ew ee ee ee ee ee ce ee eee eee 


Rates by number : Rates by 
em : of loans : amount 
° BT IT ae gt te 
month :Nonagricultural :Agricultural :Nonagricultural:Agricultural 
2 mortgages : mortgages : mortgages : mortgages 
sa ecco = Percent s=-=— = )-=<<-\<'c's~ 
1980 June -08 tS. -18 -57 
Dec -09 He Ail -72 
1981 June 11 res ail 1.18 
Dec ete -28 -23 1.20 
1982 June -12 moi -24 1.63 
ec. ALO -63 229 2.41 
1983 June 18 87 -29 2.60 
Dec -16 89 251 2.60 
1984 June -16 1.14 -30 2.97 
ec. -16 i725 -18 4.54 
1985 June Se 2.16 -28 6.00 
Dec. ACA 2.86 31 Galt 
1986 June 25 3.42 -69 8.23 
Dec -29 3.84 ~84 7.83 
1987 June aon 3.91 1.11 7.98 
Dec -41 3.02 1.07 6.43 
1988 June -46 3.36 1.16 6.33 
Dec. 45 2.60 lece 4.83 
1989 June 43 2.35 1.38 4.67 


1/_ Reporting companies account for approximately 80 percent of 
the mortga ee held by UFS? life insurance Peeenien depending on 
the date of the survey. Loans in foreclosure include those on 
which foreclosure action has been authorized, including any in- 
volved in a subsequent filing of bankruptcy. Beginning in 1988, 
tne rots in foreclosure category includes loans in redemption 
period. 


Source: American Council of Life Insurance, Investment Bulletin, 
various issues. 
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Table aang pe one company mortgage loans foreclosed, 


Year Nonagricultural mortgages : Agricultural mortgages 
Number Thou. Dollars Number Thou. dollars 
1980 549 63,237 26 18,160 
1981 55 58,491 47 55,741 
1982 760 131,392 167 170,310 
1983 114,993 306 347,002 
84 1,024 242,428 4 289,251 
1985 1,033 328,558 1,000 530,235 
1986 1,541 1,143,082 1,654 827,472 
1987 2,048 1,580,027 1,515 691,914 
1988 , 196 2,530,105 7414 
1989 2/ 56 979,961 203 116,600 


1/ Loans foreclosed include those for which title to the 
property or entitling certificate was acquired during the 
period shown, either through foreclosure or voluntary convey- 
ance in Lieu of foreclosure. Dollar amounts include principal 
outstanding at the time of the foreclosure, amounts capita- 
lized for interest, foreclosure costs and any advances made to 

rotect the collateral. 2/ January 1 sees June 30. Data 
Beaianihe in 1988 are not strictly comparable with earlier. 
ears because of changes in the survey sample. Beginning in 
1588 loans in redemption are classified as loans in process of 
foreclosure; in earlier yeats these loans were reported as 
loans foreclosed. For this reason there may be some double 
counting of foreclosed loans, particularly agricultural pro- 
perties, beginning in 19 


Source: American Council of Life Insurance, Investment 
Bulletin, various issues. 


the first half of 1989 compared with $185.8 million recorded 
in that same period of 1988. Life insurance company agricul- 
tural loan foreclosures during the 1980’s through June 30, 
1989, totaled $3.41 billion, with 44.5 percent occurring dur- 
ing 1986-87. 


Life insurance companies used a variety of policies in the 
1980’s to deal with problem farm loans, including loan 
extensions, renewals, sale of mortgages to secondary credi- 
tors, accepting deeds in lieu of foreclosure, and foreclosure. 


Companies also employed a variety of approaches in 1989 to 
address borrowers’ rights, Chapter 12, State loan mediation 
programs, and related activities. Companies often have felt 
that these programs have tilted the balance in favor of the 
borrower and have caused unnecessary delays in the resolu- 
tion of debt problems. Some feel they have affected the flow 
of credit to farmers. Companies have adapted to the bor- 
rower rights policies, although they continue to complain 
about the time and added cost required to resolve delinquen- 
cies.Chapter 12 did not have the impact that was initially 
expected on either the industry’s loan portfolio or its under- 
writing procedures. Chapter 12 was implemented after 
much of the farm financial stress of the 1980’s had peaked. 
Chapter 12, borrowers’ rights, lender liability suits, and State 
mediation programs will continue to diminish as the agricul- 
tural economy improves. Companies report that States using 
mediation programs are less desirable places to make agricul- 
tural mortgage loans. Many feel that the package of bor- 
rower rights programs and policies only slowed the inevita- 
ble course of events. 


During 1989, companies continued to conduct orderly sales 
programs for farm property acquired via foreclosure or bank- 
ruptcy. On June 30, 1989, company holdings of acquired 
farm property totalled $1.1 billion, down 12.5 percent from 
January 1 and 33.7 percent below the peak holdings at the 
end of 1987. Life insurance companies have tended to hold 
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on to foreclosed property longer than the other institutional 
lenders. The life insurance industry, due to the small dollar 
value of farm loans compared with total assets and their 
tightly regulated and aggressive internal management, was 
quick to foreclose when problem farm loans began to occur 
in the 1980’s. Consequently, their land inventory grew 
quickly. Moreover, the life insurance companies could 
afford a more wait-and-see attitude toward future farmland 
price trends than could the FCS, where farmland is the pri- 
mary asset. In 1989, the continued increases in farmland val- 
ues afforded the life insurance companies the opportunity to 
sell acquired property at acceptable terms. Companies var- 
ied in how aggressive they were in selling acquired property. 


In 1989, life insurance companies differed in how aggressive 
they were in seeking new loans. Some, stung by earlier prob- 
lems, were out of the market. Some companies offered 

funds only for renewals or increases of existing good loans. 
Those companies active in the market reported more funds 
available than there were qualified agricultural borrowers. 
Potential borrowers continued to be cautious and competi- 
tion among lenders was keen for quality, new mortgage 
loans. 


The policies of the life insurance companies varied toward 
the new Farmer Mac established under the Agricultural 
Credit Act of 1987. A number of the companies were very 
active in developing this legislation and worked hard in 1988 
and 1989 toward the eventual establishment of the market. 
Other companies with agricultural mortgage portfolios have 
taken a cautious attitude. Opinions vary on the future poten- 
tial of Farmer Mac and the earnings that might be garnered 
by participation in the secondary market. 


Current Agricultural Lender Outlook 


The outlook for farm lenders in 1990 is quite favorable. 
Overall, the financial position of farmers is stronger than at 
any time since the early 1980’s. Except in areas negatively 
impacted by weather problems, delinquencies should con- 
tinue to decline and loan quality improve. Commodity sales 
are expected to provide strength, farm cash income will be 
higher, farm asset values should continue to rise, overall 
farm financial stress will be less, returns to farm equity will 
be positive for the fourth year in a row, and farm debt will 
expand slightly. These positive developments, plus substan- 
tial levels of Government payments, will afford lenders a 
continuing opportunity to make quality new loans, restruc- 
ture existing problem farm loans, and sell acquired property. 
The agricultural finance industry will support stricter under- 
writing standards and further development of new tools such 
as the secondary mortgage market. 


Commercial Banks 


Agricultural bank health will remain strong in 1990. Profit- 
ability should increase slightly as nonperforming loans 
decline. However, a continuation of dry conditions in some 
regions could slow or reverse that decline. Should that 
occur, farm banks are well positioned to deal with the effects 
because their capital levels are the highest since the begin- 
ning of the 1980’s. 


Commercial banks, especially farm banks, have ample funds 
to meet expected increases in credit demand. Loan-to- 
deposit ratios have edged up for 2 consecutive years but 
bankers say they are still well below desired levels. Credit 
extension will still be conditioned on quality considerations 
as both bankers and their regulators seek to avoid a repeat of 
the mid-1980’s. 


Around 1,500 banks, largely in the Midwest, have purchased 
shares in Farmer Mac, the secondary market for agricultural 
mortgages which is expected to be operational in 1990. A 
favorable ruling by the Office of Comptroller of the Cur- 
rency regarding the level of risk that bank capital must bear 
when the mortgages are sold in the secondary market should 
help ensure that banks participate. 


Both total and agricultural bank failures should be lower in 
1990. The failing banks will again be mainly in 
Southcentral energy-producing States. However, areas suf- 
fering continued drought or near drought are also likely to 
see a few failures. The number of weak banks, an early indi- 
cator of failures, will continue a slow decline, barring 
unforseen economic reversals. They will, however, remain 
troublingly high for this point in the business cycle. 


Over the longer run, small banks, which include most agri- 
cultural banks, face significant management challenges as a 
result of deregulation and innovation in financial markets. 
Current performance measures show that, while profitable 
and well capitalized, small banks are lagging behind large 
banks in several areas. Further, large nonagricultural banks 
currently fund nearly a quarter of commercial bank farm 
credit and with agricultural sector health restored may seek 
to expand that even more. 


Farm Credit System 


Most of the significant challenges and changes that the FCS 
faces in 1990 will be internal. To retain and/or expand its 
share of the farm credit market, the FCS is becoming more 
competitive by cutting overhead and expanding services. 


The Farm Credit Corporation of America, the FCS adminis- 
tration and information center, is expected to be approved 
soon for liquidation. Its current responsibilities will be split 
between the Farm Credit Council in Washington D.C., and 
the Farm Credit System Funding Corporation in New York 


City. The FCS Funding Corporation will take over all finan- 
cial services, while the Credit Council will become a full ser- 
vice trade organization. 


The FCS is continuing to petition Congress for an extension 
of its lending authorities for rural housing, agriculture- 
related businesses, and rural infrastructure. The FCS cur- 
rently is restricted in rural housing lending to communities 
with a population of no more than 2,500. Possible changes 
include either increasing the limit to 10,000 or 20,000, the 
latter with the proviso that credit extended in communities 
with populations between 2,500 and 20,000 be sold through 
Farmer Mac. Two extensions with respect to agriculture- 
related businesses are under discussion. One involves dis- 
carding the requirement that the FCS only lend to the portion 
of a nonfarm business concern that directly services agricul- 
ture. The other is concerned with revoking the 20-percent 
minimum requirement for through-put in farm direct market- 
ing financed by the FCS. As it stands now, farms must sell 
at least 20 percent of their own product through their direct 
marketing operation in order for that operation to be eligible 
for FCS financing. 


The Assistance Board set up to administer financial aid pro- 
vided for in the Agricultural Credit Act of 1987 has not 
authorized sufficient funds to the Jackson FLB to allow the 
bank to satisfy its obligations as they come due. Since the 
debt is the joint and several liability of all System institu- 
tions, the FCA, acting for the Jackson FLB, may be forced to 
call on other banks to help satisfy the Jackson FLB financial 
obligations. A call by the FCA might in turn force other 
banks to seek capital assistance from the Assistance Board 
and/or require subsequent forbearance from the FCA on the 
higher capital adequacy standards imposed by the FCA in 
early 1989. 


Farmers Home Administration 


The farm loan portfolio of the Farmers Home Administration 
should continue to shrink in 1990 as the agency cleans up 
delinquent loans and new lending activity fails to keep pace 
with repayments. Accordingly, delinquent loan volume 
should continue to decline, but loan write-offs should remain 
near levels of recent years. FmHA will continue to actively 
restructure loans under the guidelines established by the 
Agricultural Credit Act of 1987. 


Demand for FmHA credit should remain relatively soft in 
1990 as the overall farm economy continues to improve. 
Demand for direct operating loans will be influenced by the 
outcome of current debt restructuring activities. Lending 
authority for FmHA’s direct operating loan and farm owner- 
ship programs could be exhausted by yearend if adjustments 
are not made. There is $80 million available for farm owner- 
ship loans and $900 million for operating loans. Both autho- 
rizations have been trimmed slightly from fiscal 1989. 
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FmHA will need to continue a substantial direct loan pro- - 
gram for the immediate future if its borrowers are to remain 
in farming because many are in such poor financial shape 
they could not graduate to private credit sources, even if the 
agency were to guarantee their loans. 


Guaranteed lending activity will likely remain flat for 1990— 
largely reflecting the improving financial condition of farm- 
ers and continued reluctance by some lenders to use the 
program to its full extent. Authorization for issuing guaran- 
tees decreased slightly in fiscal 1990. FmHA has authority 

to guarantee nearly $2.6 billion in operating loans and $469 
million in farm ownership loans. Factors that could spur 
greater guarantee use by lenders include the possible start-up 
of a secondary market operation and any further streamlining 
of guarantee processing procedures. 


Barring another major drought or other natural disaster, use 
of the Emergency Disaster loan program should decline and 
again fall well short of the $600 million authorized. 


Future policies concerning the FmHA’s farmer programs 
will receive attention in the 1990 farm bill debates. Issues 
likely to be debated include how to expand guarantee pro- 
gram use for existing direct borrowers and how to better tar- 
get FmHA’s programs to beginning and family-sized farms. 
Policy discuss- ions could explore ways to return FmHA to 
its original role as provider of supervised credit for begin- 
ning or disadvantaged farmers. Any large increase in direct 
lending authority seems unlikely, given current budgetary 
constraints. 


Life Insurance Companies 


The 1990 financial outlook for the life insurance farm mort- 
gage loan portfolio shows continued improvement and oppor- 
tunity. Life insurance companies report several positive 
developments: (1) continued improvement of the financial 
condition of the agricultural sector; (2) servicing of delin- 
quent loans and management of foreclosed properties is 
demanding much less resources; (3) new loans are being 
underwritten based on past and conservatively projected 
eam-ings as opposed to value of the security; (4) mortgage 
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terms are now somew at longer and provide more stable 
long-run plans for the farmer, also plenty of short-term credit 
for qualified borrowers; (5) ample supplies of credit are 
available from both institutional and Government lenders; 
(6) borrowers are becoming more sophisticated in their 
record keeping and borrowing habits; and (7) the implemen- 
tation of the Farmer Mac secondary mortgage market. 


This improved outlook comes on the heels of a period when 
life insurance companies had foreclosed on a relatively large 
amount of farm loans and absorbed considerable losses. In 
1990, loan delinquencies and defaults will remain higher 
than in recent decades, but the trend will continue downward 
to levels experienced in 1982-83. 


The many adjustments of the 1980’s have led to smaller, but 
financially sounder farm loan portfolios. There will be 
increased opportunities in 1990 for life insurance companies 
to make profitable farm mortgage loans, but the competition 
will be keen for the better-quality loans. Insurance compa- 
nies will view agricultural lending with significant caution. 
The industry will continue disposing of acquired farm prop- 
erty in 1990 as farmland values rise. The goal is to sell 
farms acquired through foreclosure at the appropriate time as 
dictated by costs incurred and potential benefits. 


The development of the secondary market for farm mortgage 
loans should have some impact on the farm mortgage mar- 
kets in 1990. The life insurance companies will closely fol- 
low the secondary market development and will evaluate 
their options. A few of the companies will likely play a 
major role in the new secondary market. 


The companies feel that there are several emerging issues 
that will shape future lending practices: (1) the profitability 
of farm borrowers; (2) the degree of success of the Farmer 
Mac secondary mortgage loan process; (3) the efforts of the 
agricultural lending industry in moving toward improved 
finan-cial reporting standards; (4) recognizing and dealing 
effectively with the costs and risks associated with environ- 
mental concerns; and (5) the 1990 farm program. 


Farm Financial Stress and Farm Exits in the 1980’s 
by 
Jerome M. Stam and Steven R. Koenig i 


Abstract: During much of the 1980’s, concern with financial stress in agriculture was often 
stated in terms of increased farmer exits from farming because of bankruptcy, foreclosure, or 
other involuntary reasons. An estimated 200,000 to 300,000 farm businesses failed for finan- 
cial reasons between 1980 and 1988, representing 8 to 12 percent of all farmers at the begin- 
ning of the decade. Exits from farming in the 1980’s were slowed by a variety of Federal 
and State programs and policies; many were specially introduced in response to the farm 
financial crisis. Farm numbers declined by 266,600 during 1980-89, compared with 1.7 mil- 
lion during the 1950’s, 1 million during the 1960’s, and 510,000 during the 1970’s. When 
adjustments are made in farm numbers because of the 1974 change in farm definition, the 
average annual decline for 1980-89 was almost the same as for 1970-80. 


Keywords: Financial stress, farm numbers, foreclosure, bankruptcy, income, credit, debt. 


Introduction 


Changes in the number of farms produce broad interest 
among policymakers, farm and rural development advocacy 
groups, agribusiness interests, and certain segments of the 
media. Declines in farm numbers are believed to adversely 
affect the well-being of rural economies, and may affect the 
approaches pursued by agribusiness firms that market agri- 
cultural commodities or supply farm inputs. Changes in 
farm numbers are considered important because of their 
impact on demographic, socioeconomic, and service charac- 
teristics of rural areas. Policymakers must often consider 
how farm numbers will be influenced by economic policies 
that affect farm prices, income, or general economic condi- 
tions. 


The result of numerous interrelated economic changes in the 
1980’s was the severest financial stress for the farm sector 
since the Great Depression of the 1930’s. Financial stress 
can have a variety of meanings, but it generally is regarded 
as when a farm household does not have sufficient cash 
available to meet the cash expenses of the farm operation, 
family living, and scheduled debt service. 


The farm sector financial problems of the 1980’s generally 
arose not because of an overall lack of efficiency. Rather, 
the distinguishing feature was that the amount of debt held 
was excessive as measured by the economic environment of 
the decade. The large debts incurred during the late 1970’s 
and undercut by declining land values in the 1980’s gener- 
ally were not the problem as much as the challenge of 
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absorbing large capital losses. Since 1981 the balance sheet 
of the farm sector has undergone significant changes. 
Agriculture’s vulnerability stems from its comparatively 

high level of capital intensity and the relatively low rate of 
retums on assets. This combination ensures that U.S. agricul- 
ture is highly affected by interest rate changes. 


The 1980’s farm financial stress exacerbated a long-run con- 
cern about farm numbers. Farm numbers continued to 
decline during the past 60 years, despite a continued increase 
in farm productivity and little change in cultivated acres. The 
farm crisis of the 1980’s once again drew national attention 
to financial conditions in agriculture, farm exits, and the 
structure of the farm sector. As the farm sector faces the 
1990’s, it is leaving a generally tumultuous decade. 


Financial Stress and Farm Exits 


Long-run changes in farm numbers occur via the entry and 
exit of farm operators. Entry and exit is comprised of three 
components. First is the regular and predictable component 
resulting from the aging and eventual retirement of current 
farmers. Second is the early departure of established farm- 
ers. This is a more variable component and often the topic 
of public interest and debate, as demonstrated during the 
1980’s. Third and often less monitored is the entry rate of 
new farmers. 


The secular flow of labor out of agriculture, bankruptcy, and 
other forms of forced exits, and changes in the structure of 
the farm sector have long been topics of interest to research- 
ers and public policy analysts. In the 1980’s, however, the 
worst farm financial stress in a half century caused the 
increased farm bankruptcies and foreclosures to be seen by 
some as a leading indicator of farm sectoral problems. Con- 
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siderable concern was expressed by certain parts of the 
media and other observers in response to the number of 
forced farm exits that were occurring. 


A key problem arose because there is no evidence of the 
validity of the claim that increased farm bankruptcies and 
foreclosures are leading indicators of farm sector stress. 
Nobody knows exactly how many forced exits occurred in 
the 1980’s. The rate of bankruptcy in the farm sector would 
provide some indication of financial stress. However, farms 
also can fail due to loan foreclosures and voluntary liquida- 
tions. Bankruptcy filing statistics that specified the filer’s 
occupation were recorded by the Administrative Office of 
the U.S. Courts through October 1979, when collection of 
this information was terminated under the Bankruptcy 
Reform Act. There was no longer any distinction made 
between farm bankruptcies and those of other businesses 
after this date. 


USDA for many years collected data on the number of farm 
ownership transfers per thousand farms by type of transfer, 
including voluntary, estate settlement, foreclosure, and oth- 
ers. This survey, which reported useful information on farm 
foreclosures, was discontinued after 1981 because of method- 
ological problems. 


The lack of detailed bankruptcy and foreclosure data pres- 
ents a major hurdle in analyzing farm exits in the 1980’s. 
But even if excellent farm bankruptcy and foreclosure data 
existed, challenges would remain. Farm financial stress 
induced many farmers to sell or transfer land in ways to 
avoid bankruptcies or foreclosures. Despite the lack of data, 
there is some related information that suggests that farm fail- 
ures, while serious for those directly involved in them, have 
a limited impact on the sector as a whole. The lack of bank- 
ruptcy and foreclosure data forces one to look for other infor- 
mation on farm exits. 


Changes in farm numbers are often assumed to be linked on 
a one-to-one basis with changes in exits. As a result, the 
higher rate of exit during the 1980’s due to foreclosures and 
bankruptcies has been used as a proxy for rapid declines in 
farm numbers. In short, the allegedly more rapid decline in 
farm numbers that occurred in the 1980’s was assumed to 
reflect greater numbers of foreclosures and bankruptcies. 
Although there is certainly a strong link between forced exits 
and changes in the rate of decline in farm numbers, the pro- 
cess is more complex. Two additional factors must be con- 
sidered. The first is the rate of entry into agriculture, (which 
was lower in the 1980’s than the late 1970’s) and the second 
the extent to which forced exits replace voluntary exits. 


If new entrants occur for all exits there will be no net change 
in farm numbers. Gross exits and gross entries can be 
largeor small numbers under this condition as long as both 
are the same. Thus, using gross exits without considering 
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entries tells little about net changes in farm numbers. Fur- 
ther, observing only a single component of the gross exit 
number, say involuntary exits, cannot necessarily indicate 
that the aggregate exit rate changes similarly. For example, 
voluntary sales may decline in a period of financial stress as 
those with the ability to wait for improved conditions hold 
their land off the market. 


In anormal year, 3 to 4 percent of farm operators cease farm- 
ing for a variety of financial and personal reasons. In peri- 
ods of economic stress, farm exits due to financial reasons 
increase. But the number of farmers who are forced to take 
voluntarily actions to cease operating is problematic. Evi- 
dence suggests that some displaced farmers with good man- 
agement skills re-enter the sector, renting a large share of 
their land and equipment. This type of transition likely 
increased in the 1980’s. As noted above, there are no exact 
national numbers on the rates of farm failure. Some observ- 
ers felt that the farm exit rate was 5 to 6 percent annually 
when farm financial stress peaked during the mid-1980’s, 
with financial failure accounting for about one-half of the 
exits. Thereafter, the exit rate appears to have dropped back 
to the historical norm as the financial picture brightened. 


The process of farm exit is complex. There are a variety of 
factors involved, such as the disposal of farm assets and 
debts, the impact on rural communities, finding new employ- 
ment, and dealing with the psychological adjustment of 
farm loss. The process of farm exits also often requires con- 
siderable time. Research has shown that some operators 
reaching insolvency have been able to postpone loss of their 
farm for years, thus suggesting the farm crisis is a complex 
and slowly unfolding process. Farmers unable to obtain fur- 
ther credit do not necessarily cease operation immediately, 
but may continue in business with the funds from off-farm 
income, short-term credit from suppliers, and personal loans. 
Some remain in operation several years, despite nonpay- 
ment of debts, and many are negotiating with creditors. 


Estimates are scarce of the actual number of farms that failed 
nationally in the 1980’s or that likely will fail in the future 
because of the financial stress of the 1980’s. Best estimates 
suggest that some 200,000 to 300,000 farmers became bank- 
rupt, foreclosed, and/or were financially restructured because 
of financial stress between 1980 and 1988, representing 8 to 
12 percent of all farmers at the beginning of the decade (or 
an annual average rate of 0.9 to 1.4 percent). Despite their 
business failure, a number of these operators remained in 
farming, but typically at a greatly reduced scale of operation. 


Families leaving agriculture in the 1980’s because of farm 
financial stress received much public attention. Many 
observers believed that farm exit and financial stress were 
always linked. Even during the farm financial crisis of the 
1980’s, this was not true. The majority of exits occurred 
because of other reasons. 


Financial Stress Worst in 1985-86 


The financial problems of the farm sector were increasingly 
passed to farm lenders in the 1980’s, and the impact was sub- 
stantial. Commercial banks, the Farm Credit System, and 
the Farmers Home Administration had combined farm loan 
losses of $5.617 billion during 1985 and 1986. Life insur- 
ance companies foreclosed on $1.357 billion in farm loans 
during the same 2 years. Actual farm sector losses indicate 
that the years 1985 and 1986 were the worst years of the 
farm crisis. 


One valuable source of information on farm financial stress 
and forced exits is a midyear farm credit survey conducted 
by the American Bankers Association (ABA). The survey 
polls agricultural banks regarding the conditions of both 
their farm customers and farmers in their local lending areas. 
Beginning in 1982, the survey has included questions that 
address discontinuance of financing, liquidations, bankrupt- 
cies, and failures. The survey is distributed to a probability 
sample drawn from the 4,500 banks qualifying as agricul- 
tural banks according to established criteria. To qualify as a 
farm bank, the institution either has to have more than $2.5 
million in farm production and farm real estate loans, or has 
to have more than 50 percent of its loan portfolio in farm 
lending. Banks are stratified by asset size and region. 


Bankers responding to the survey likely focus on commer- 
Cial-sized farms that are viewed as actual or potential bank 
Customers and do not include the small acreages that meet 
the census definition of a farm ($1,000 or more in annual 
sales). Thus, the stress numbers should not be multiplied 
times the total census number of farms, but, instead, viewed 
as relative indicators through time. 


The indicators of financial stress in agriculture as reported 
by farm banks were highest in 1985-86 (table A-1). Farm 
loan volume delinquent 30 days or more was 5.3 percent in 
1985, peaked at 6.0 percent in 1986, but dropped to 1.6 per- 
cent in 1988. The ABA respondents discontinued financing 
for 5.6 percent of their farm borrowers during the year end- 
ing June 1986 after dropping 4.5 percent in 1985. They 
expected to discontinue 6.7 percent in the year beginning 
July 1986, compared with 5.7 percent in 1985. Another mea- 
sure of creditworthiness, the proportion of farm customers 
loaned up to their practical limit, peaked at 38.8 percent in 
mid-1986, after reaching 36.7 percent—the second highest— 
a year earlier. 


Agricultural banks estimated that 6.2 percent of farmers in 
their lending areas went out of business during the year end- 
ing June 1986, up from 4.8 percent a year earlier. About 68 
percent of these were thought to have left in 1986 because of 
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Table A-1--Indicators of financial stress in agriculture as reported by farm banks, by region, 1982-88 -- Continued / 
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Source: American Bankers Association. 


financial problems (liquidation or foreclosure), slightly less 
than the 70 percent in 1985. Responding bankers estimated 
that 4.2 percent of local farm operators filed for bankruptcy 
during July 1985 - June 1986, up from 3.8 percent in 1985. 
They also reported the highest bankruptcy rate for their own 
customers of 2.2 percent during July 1985 - June 1986.Ona 
regional level, the ABA survey reveals some diversity in 
farmers’ financial experience (table A-1). Regional farm 
financial stress indicators generally peaked in 1985-86. 
Most striking is the economic stress in the South, which gen- 
erally led in most indicators of financial stress. Drought, cot- 
ton farm conditions, and the contraction of the energy sector 
appear to have accentuated southern farmers’ difficulties. 
During 1982-85, the Plains was second to the South in the 
proportion of farmers going out of business and bankruptcy 
rates. But the Northwest moved into second place during 
1986-88. 


There also was considerable diversity in farmers’ financial 
stress by type of farming area (table A-2). Areas dominated 
by cotton farms showed above-average stress, according to 
banks’ responses. Beef cow-calf and dairy areas also 
showed above-average financial stress, but not to the extent 
exhibited by cotton farms. 
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Changes in Farm Numbers in the 1980’s 


The bottom line in the farm exit question is the change in net 
numbers of farms (exits balanced against entrants). Total 
farm numbers declined 266,600 between 1980 and 1989, or 
10.9 percent from the 1980 base (table A-3). This was the 
lowest rate of decline since the 1940’s, when 11.1 percent 
left the sector. In absolute numbers, it is the smallest decline 
since the 1930’s, when 195,800 farms disappeared. It also 
is dwarfed by the 1.7-million decline in farm numbers 
recorded in the 1950’s. Average farm size increased only 
7.0 percent during 1980-89, the lowest rate since the 10.8- 
percent increase in the 1930’s. This compares with a high of 
39.4 percent recorded in the 1950’s. (See footnote 1 of table 
A-3 for information on the effect of definitional changes on 
farm numbers.) 


Conclusions 


Families leaving agriculture in the 1980’s received consider- 
able national attention, but the numbers have been relatively 
small by historical standards. At the onset of the financial 
Stress in the 1980’s, U.S. agriculture already had experi- 
enced over a half century of dramatic decline in the use of 
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Liquidation : : : 
categories (sum : 
equals 100%) s : 
Normal attrition........ NA 37.4 33.0 27.6 29.7 40.6 54.8 : NA 41.3 31.8 32.0 29.6 41.5 47.7 : NA 32.4 28.0 28.9 26.9 32.9 40.9 
Voluntary Liquidation...: NA 42.6 43.0 43.7 40.6 35.6 28.1 : NA 39.1 44.2 45.3 41.2 34.5 34.8 : NA 48.5 46.6 41.8 42.4 34.9 31.4 
Legal foreclosure....... : NA 18.4 21.8 26.7 26.6 22.0 16.3 : NA 16.8 20.5 20.1 24.5 21.2 15.1 : NA 18.0 22.5 28.8 28.5 27.8 22.7 
Other....... eee ee NAME Om 2.4 mePeOMES <4 01-8 all 00s! WAI) 2:5, (2.45 2:64 4:7, 2.8 2.55 0 NAUc4,6,1 5 2.1.6.4 2520 
Banks’ farm borrowers: : : 
who filed for bankruptcy: . : 
(year ending June)...... >: NA NA NA 1.4 2.3 1.6 .7: NA NA NA 2.2 1.4 1.1 ~ 0 Rae NAGmENAS CNACleS.0 1.4 0nles, 6 
Farmers in bank lend- : 
ing area who filed : 2 < 
for bankruptcy (year : : : 
ending in JUNE) see eeeee? Sil eUMCreeeS OMG asm ScoenesOs: <9 «9 S94. 1eeses 2.6 225 5 <9 45S 22004659) St6 sel icees 
See footnotes at end of table. Continued -- 


Table A-2--Indicators of financial stress in agriculture as reported by farm banks, by type of farming area, 1982-88 -- Continued 1/ 
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Beef, feedlots Hogs, other livestock Cotton 
Item TeLOCeEES OG =a Oot OOtmLOrs 106° (822 (ES st OG Oca 86872 488 Ges 2652 $8429 9852 “862 2872) 488 
3 : Percent : 
Farm loan volume : : : 
delinquent 30 days : : : 
Of MOCeTCIUNG) enact iene Sana SemOntanaes. eso) 0.6 5 3.0) 3.8) 3-55 465546235" 251 123 205.2) 3.9) 6.55 4.1 4.6 2.3 1.4 


Banks’ farm borrowers 
who had bank financing : 
discontinued (during : : : 

CHELYVCALEEHAINGEULING) sien CeOMNC CHD OLOMOUC cOmleee.t1200) BlcOMUe (i ScO) USs9 Neal et lied) eS sls OOM ll Safa lene 


Farm borrewers banks 

expect to discontinue 

(during year ending : 

next June).........00.005 506 1.6 4.7 7.8 5.7 2.0 1.8 


Banks’ farm borrowers 
loaned-up to practical : : : 
Umit TNUUNG se ser ceo eies 237.9 27.8 43.4 40.1 42.6 31.6 24.7 :27.4 29.8 25.7 35.0 28.1 24.4 22.7 :41.2 33.9 56.3 50.1 52.1 44.3 26.6 


TiS Te ats he22.0) Vee ser ae? (225 1B ler2 711.6) 2.119 1,9 


Bo oe 00 60 88 oe oe 


Farmers in bank lend- 
ing area who went out 


of business (year : : : 
end ingelUne eee see cee come Se omrGaleeo-46nG.6) Sarr: 1.6 159. 355 4:5''4.8 3.4 2.1 3 4.8 2.8 3.0 6.7 8.1 5.3 3.1 
Liquidation : : : 
categories (sum : 
equals 100%) : : 
Normal attrition........ > NA 36.6 21.9 15.5 18.7 32.0 51.1 : NA 44.9 31.1 21.6 36.3 37.9 41.4 : NA 26.4 19.3 18.2 17.2 22.6 48.4 
Voluntary liquidation...: NA 44.5 45.4 60.1 44.0 39.0 34.7 : NA 38.7 49.5 51.9 42.9 35.9 45.7 : NA 53.6 53.7 50.1 47.2 36.7 27.6 
Legal foreclosure......-: NA 18.3 30.7 22.0 34.8 27.9 14.3 : NA 14.5 17.1 22.2 20.5 25.3 11.4 : NA 19.1 25.3 28.8 30.7 38.2 23.0 
Others ree POOMAMEEOMIRGINIES 6225 A51)NRO 2° NA 6921346460 3" 1.0 01.65 WA 43. 9.7 2.910619" 2:5 49 
Banks’ farm borrowers: : : 
who filed for bankruptcy: : : 
(year ending June)......: NA NA NA .6 3.5 1.3 .6: NA NA NA 1.9 .9 1.8 .3: NA NA WA 1.6 4.8 2.0 1.3 
Farmers in bank lend- : : : 
ing area who filed : : : 
for bankruptcy (year : : : 
Ending nunc eenetcee Omen aE S lune. lat 2cOln el. Susuis 7) cea ileDn SeOuSeee 2.0 (Sed f Melinints 204 504 5.9, 359. 2.5 


NA= Not available. 1/ Data are unweighted averages of responses to the American Bankers Association midyear farm credit 
survey, which uses a stratified random sample. 


Source: American Bankers Association. 


Table A-3--Number of farms, land in farms, and average farm size, United States, 1910-89 1/ 


OP Owe Re eM Be BOB Be BB ee SB BDA BOMBS DOD BASE HS BOD ESSER B OBER SSees enn BD ZeS eee mMenaneerenne ee ee 8 Oe SS See eee = = = = 


: Number of : Land in : Aveuede 2 Ong SSE cae a Change ta’, Billy a Ee 
te : faere ; ents : aoe : Time : Number of farms 
period E 
a. OT Gee ee) aS key Cee a Sas Av. annual 
Thou. acres Acres Thou. Pet. change 
1910 6,406.2 878.8 137 === cake cae =ai~ 
1920 CPSiies 958.7 147 1910-20 ides TEC, 0.17 
1930 6,545.6 990.1 151 1920-30 28.1 0.4 0.04 
1940 6,349.8 1, 0G5en 168 1930-40 -195.8 -3.0 -0.30 
1950 5,647.8 1,202.0 213 1940-50 -702.0 -11.1 ie Lat 
1960 3,962.5 1,175.6 297 1950-60 -1,685.3 -29.8 -2.98 
1970 2,949.1 1,102.4 374 1960-70 -1,013.4 -25.6 -2.56 
1980 2,439.5 1,038.9 426 1970-80 =509 6. n= lies) -1.73 
1989 2,172.9 991.5 456 1980-89 -266.6 -10.9 -1.21 


1/ The data reflect the farm definition in effect for each year shown. Definitional changes in 1950, 1959, and 1974 
made the definition of a farm somewhat more restrictive. It 1s estimated that 150,000 to 1/0,000 of the decrease in 
farms for the 1940-50 period was the result of the change in the farm definition in 1950. Places not counted as farms 
in 1959 but quell yibg as farm according to the previous definition totaled 232,059. Agricultural operations 
excluded by the 1970 definition totaled 152,110 farms. Adding these BA totals to the 1950, 1960, and 1980 
farm numbers would alter the decline in the number of farms. The 1940-50 decline would be 8.5 percent and not 11.1 
percent (based on 160,000 farms being lost in 1950 because of redefinition). The adjusted 1950-60 decline from the 
1950 base would be 25.7 percent instead of 29.8 percent and the 1970-80 decrease would be 12.1 percent instead of 

17.3 percent. Assuming that the 152,110 farms affected by the 1974 definitional change left the sector at the same 
rate as all other farms during the 1974-80 period, would have resulted in an overall average annual rate of decline 

in farm numbers for the time span of 1.25 percent, or just slightly above the 1.21 percent of the 1980-89 period. 


Sources: All data derived from USDA, NASS sources except for 1910-40 land in farms numbers which were obtained from 
the U.S. Census of Agriculture. 


labor, major technological change, and a concomitant move mitigated by a number of forces. A number of Federal and 
to larger farms. The decade began with a considerable num- State programs and policies were implemented to alleviate 
ber of producers vulnerable to the sudden shift in economic farm financial stress. Evidence suggests that these programs 
forces that occurred. and policies played an important role in assisting the farm 
sector and its suppliers. Farm financial stress peaked during 
There are a complex set of factors that determine the number 1985-86 and conditions generally have improved since. 


of farms. The decline in farm numbers in the 1980’s was 
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Trends in Agricultural Interest Rates 


James T. Ryan and George B. Wallace : 


Abstract: Economic forces and deregulation of financial markets during the 1980’s created 
pressures for agricultural interest rates to align more closely with those in money and capital 
markets. Interpretation of data series for agricultural and nonagricultural intcrest rates gener- 
ally supports this contention. Farm Credit System access to national bond markets appears 
to allow the FCS to buffer the effects of market forces which have affected commercial bank 
interest rates. Probably as a result of an implied government guarantee, FCS rates do not 
reflect a true risk premium and thus move independently of other financial market forces 

and are more directly related to the financial position of the FCS as a whole. 


Keywords: Intcrest rates, financial stress, debt, creditors. 


Overview 


The farm financial problems of the 1980’s affected virtually 
all participants in the agricultural economy. While reduced 
incomes rendered many farmers unable to pay debts, the 
resultant loss of interest income and subsequent loan charge- 
offs made lenders involuntary partners in the financial crisis 
of their farm borrowers. 


Analysis of agricultural interest rates over time can provide 
insights into the farm financial crisis of the mid-1980’s. 

This article provides adiscussion of recent interest rate move- 
ments, and offers an interpretation of the extent to which var- 
ious lenders’ agricultural interest rates parallel not only each 
other’s rates, but also the prevailing nonagricultural rates. 


The farm sector underwent a massive financial restructuring 
during the 1980’s. The rising incomes and appreciating 
asset values of the 1970’s both facilitated, and were facili- 
tated by, rapidly increasing debt financing. Interest expenses 
as a percentage of all farm production expenses rose from 
7.5 percent in 1970 to 10.6 percent in 1979, reflecting both 
rising nominal interest rates and the growing importance of 
credit as an input in the agricultural production process. As 
the farm financial crisis of the 1980’s developed, it became 
apparent that the income produced by the sector could not 
support debt levels that had been incurred to finance the pre- 
vious expansion. 


Farm debt increased by over $25 billion from 1980 through 
the end of 1983, despite a $50-billion decline in farm busi- 
ness assets during the same period. The higher debt levels, 
combined with rising real interest rates on that debt, fueled 


1 Agricultural economists, Farm Sector Financial Analysis Branch and 
Finance and Development Policy Branch, respectively, Agriculture and Rural 
Economy Division, Economic Research Service. 


the evolution of a cost price squeeze of the early 1980’s into 
a mid-decade farm financial crisis. The proportion of farm 
production expenses allocated to interest payments rose from 
12.2 percent in 1980 to 15.7 percent in 1982. 


Interest expenditures fell by almost one-third between 1983 
and 1989, a result of the combined impact of reduced debt 
levels and declining nominal interest rates. The relative 
importance of interest expense also fell steadily during the 
late 1980’s; by 1989, these expenses accounted for only 11 
percent of all production expenses. 


Interest Rate Movements During the 1980’s 


The difference between prime rates (table B-1) and those 
charged by agricultural lenders provides a simplistic mea- 
sure of the cost of funds to the farm sector relative to other 
economic sectors, and reflects lenders’ confidence in the 
health of the agricultural economy. In response to the eco- 
nomic pressures of the 1980’s and the concurrent deregula- 
tion of financial markets, interest rates on agricultural loans 
should be increasingly correlated with rates in moncy and 
capital markets. 


The interest rate premium large banks charge agricultural 
borrowers on nonreal estate loans (table B-2) has averaged 
about 1 percent over prime since 1980, except for the period 
1982-86, when the differential increased to 1.3 percent. This 
premium seems small relative to the risk associated with 
lending to the sector during this period. However, over 60 
percent of farm nonreal estate loans are made by small 
banks, which were forced to exact a higher premium from 
their farm borrowers. Interest rates charged by small banks 
on agricultural loans during the critical 1985-87 period car- 
ried a 3.44-percent premium over the prime rate set by large 
banks. 
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: ‘ : : FmHA 5/ : 
: i = : © Life insurance 3--3gece "9s -o es ee ree ee : Av. on farm 
rey : cn arnedtoy peaceur : a : companies 4/ =: Regular : Limited : real estate 
: “banks 2/ bilis 2/ : Banks 3/ coat... 2 besource) =) Meareie7 aa 
Percent 
1960 4.82 2.95 6.00 5.00 5.00 NA 5.00 
1965 4.54 3.95 5.60 5.50 5.00 NA 5.35 
1970 7.91 6.44 8.68 9.31 5.00 NA 5.88 
1 EB othe ont bs Be Re i si 
1980 15.27 : 5 : . : . 
1981 18.87 14.03 Naor 15.42 12.99 5.50 8.92 
1982 14.86 10.69 12.27 15.51 12.96 6.50 9.58 
I 16.27 12.90 det C 16.36 13.25 6.75 NA 
II 16.50 12.36 12.28 16.21 13.25 6.63 NA 
II] 14.72 9.71 12.35 15.99 13225 6.63 NA 
IV 11.96 7.94 12.29 13.46 12.08 6.00 NA 
1983 10.79 8.63 11.63 12.47 10.79 nel 9.60 
I 10.88 8.08 11.90 12.93 10.89 5.34 NA 
II 10.50 8.42 11.70 12.30 10.75 5.25 NA 
III 10.80 9.19 11.49 12.08 10.75 5.25 NA 
IV 11.00 8.79 11.44 12255 10.75 D2) NA 
1984 12.04 9.58 11.76 13.49 10.75 5.25 9.48 
I 11.07 9.13 11.50 13.04 10.75 5.25 NA 
II 12.31 9.84 11.62 13.56 1Ol7> 5525 NA 
III 12.99 10.34 11.79 13.71 10.75 ase0 NA 
IV 11.80 8.97 12.14 13.65 10.75 5.25 NA 
1985 9.93 7.48 12.24 12.60 10.75 5525 9.06 
I 10.54 8.18 12.24 12.88 10.75 DineD NA 
II 10.20 7.52 12.40 12.73 10.75 5.25 NA 
III 9.50 7.10 12.40 12.50 10.75 5.25 NA 
IV 9.50 Geo 12.40 12.34 10.75 5.25 NA 
1986 8.33 5.98 11.61 10.57 9.13 5.06 9.05 
I 9.37 6.89 11.90 11.53 10.75 5.25 NA 
II 8.61 6.13 11.50 10.37 9.25 5.00 NA 
III 7.85 gee 11.10 10.26 8.25 5.00 NA 
IV 7.50 5.34 11.95 10.13 8.25 5.00 NA 
1987 8.22 5.82 11.10 10.21 8.90 5.00 8.96 
I 7.50 5.53 11.40 9.48 8.25 5.00 NA 
II 8.05 5.73 10.90 9.97 8.25 5.00 NA 
III 8.40 6.03 10.75 10.50 9.25 5.00 NA 
IV 8.92 6.11 11.50 10.88 9.83 5.00 NA 
1988 9.32 6.69 10.10 10.36 9.46 5.00 9.46 
I 8.60 5.76 9.88 10.47 9.50 5.00 NA 
II 8.75 6.23 9.82 10.07 9.17 5.00 NA 
III 9.67 6.99 10.06 10.46 9.50 5.00 NA 
IV 10.17 7.69 10.56 10.49 9.67 5.00 NA 
1989 10.88 8.12 NA NA 9.33 5.00 9.36 
11.00 8.53 NA NA 9.67 5.00 NA 
II 11.42 8.44 NA NA 9.75 5.00 NA 
III 10.58 7.85 NA NA 9.17 5.00 NA 
IV 10.50 7.64 NA NA 8.75 5.00 NA 
NA= Not available. 1/ For historical data see Agricultural Finance Statistics, USDA, ERS, 1960-83. 2/ Source: iia 


Council of Economic Advisors, Economic Indicators. 3/ Source: Farm Credit Administration. 4/ Estimated by ERS from 


data obtained in a quarterly life insurance survey. 
various rates were in effect during the quarter. 


ERS. Average interest rate on outstanding debt, excluding farm operator household interest and debt. 
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5/ Average for new FmHA loans, rates are weighted by length of time 
6/ Computed from data in Economic Indicators of the Farm Sector, USDA, 
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B-2--Selected agricultural interest rates on nonreal estate loans, 1960-89 1/ 
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4/ Average for 
Average interest rate on outstanding debt, 


2/ Source: Board 
uarter. 


USDA, ERS, 1960-83. 


éredit’ Administration. 


Farm 
length of time various rates were in effect during the q 


3/ Source: 


Farm Sector, USDA, ERS. 


Nicholas Walraven. 


1/ For historical data see Agricultural Finance Statistics 
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While the interest rate data support the contention that large 
banks generally charge lower rates than small banks, they 
also suggest that interest rates on small bank agricultural 
loans may be less volatile than those of large banks, which 
tend to more directly mirror the quarterly average prime rate. 
Small bank rates were as much as 1.7 percent below large 
banks during the peak interest rate period of 1981. By the 
fourth quarter of 1983, the small bank rates were 2.4 percent 
above large bank rates.Small bank interest rates averaged 2.3 
percent higher than large bank rates during 1985-87, a period 
of substantial farm loan default and agricultural bank failure. 
It can be argued that the relative improvement in the finan- 
cial health of agricultural lenders, due mainly to the improv- 
ing agricultural economy, is reflected in the narrowing of 
this interest rate differential to 1.4 percent in 1988 and fur- 
ther to 0.6 percent in 1989. 


The well documented financial problems of the Farm Credit 
System (FCS) can be traced, at least partially, to the FCS’s 
desire to provide low cost loans to its member-borrowers dur- 
ing the early 1980’s. FCS rates have displayed much less 
volatility than rates charged by other private agricultural 
lenders, which tend to follow more closely the prevailing cur- 
rent market rates. The FCS obtains loan funds through the 
issuance of bonds on national bond markets. By 1981, with 
3-month Treasury bill interest rates over 14 percent and the 
prime rate almost 19 percent, the FCS was selling bonds at 
interest rates in excess of 15 percent, and charging an 11.27 
percent average interest rate on new FLB loans. Despite the 
financial difficulties of the FCS, borrowers were offered 
interest rates that varied little over the decade. Federal Land 
Bank rates exceeded 12 percent for extended periods only in 
1982 and 1985, and were above 10 percent except for a brief 
period of 1988. Production Credit Association rates were 
more variable, but generally remained within the 10- to 14.5- 
percent range. 


Life insurance company (LIC) interest rates, while more vari- 
able than Federal Land Bank rates, have lagged the prime 
rate both rising and falling, reflecting the long-term invest- 
ment nature of farm mortgage lending. Compared with Fed- 
eral Land Bank 30-year loans, LIC mortgages are typically 
of shorter duration, with loan terms of 10-20 years, while 
loan placements are for larger amounts, often in the $5-10 
million range. 


LICs’ share of farm real estate debt declined from 14.5 per- 
cent in 1978 to 11.6 percent by the end of 1988, reflecting 
the trend within the life insurance industry away from mort- 
gage lending in general, and farm mortgage lending in partic- 
ular. Data reported by the American Council of Life 
Insurance indicate that from 1978 through the end of 1988, 
total LIC assets increased by 300 percent, while total mort- 
gage share of those assets declined from 27.2 percent to 20.0 
percent. During this period, the farm mortgage share of total 
LIC mortgages fell from 10.2 percent to 4.2 percent. As 
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LICs are shifting their mortgage lending toward multi-family 
and commercial loans, they are also redirecting their total 
asset portfolios toward government securities. 


Interest rates on Farmers Home Administration limited- 
resource loans were first set on August 11, 1978, at 3 percent 
on farm ownership loans and 5 percent on operating loans. 
Even though these rates have varied over time, they have 
always compared favorably with FmHA regular rates and 
with those offered by the non-government agency lenders. 
Since their inception, interest rates on limited-resource farm 
ownership loans have exceeded 6.625 percent for only the 4- 
month period of October 1981 through January 1982. Since 
April 1, 1986, limited-resource farm ownership interest rates 
have been set at 5 percent. While operating loan rates have 
been allowed to vary, since October 1, 1981, they have been 
set at 3 percent below the current rate on regular FmHA oper- 
ating loans. 


These FmHA rates are not really comparable to rates for 
other lenders, since FmHA rates respond only indirectly to 
financial market forces. Also, FmHA loans are not typically 
available to the majority of farm borrowers, since virtually 
all financially desirable loan applicants would not qualify for 
FmHA’s subsidized credit programs. To be eligible for 
FmHA loans, the borrower must meet FmHA’s ’lender of 
last resort’ criteria by showing evidence of rejection by both 
the Farm Credit System and a local commercial bank. Ina 
period of declining land values, FmHA loans could realisti- 
cally be viewed as transfer payments to a low income seg- 
ment of the rural population. Obviously, FmHA loans are 
made with the idea of providing the low income farmer an 
economic opportunity that otherwise would not exist. Gener- 
ally, loans are extended with the hope that the applicant’s 
financial position will improve to the point that the borrower 
will be able to ’graduate’ to a private lender, no longer need- 
ing subsidized credit to maintain a viable operation. The eco- 
nomic events of the 1980’s rendered this FmHA ’ graduation’ 
scenario effectively inoperative. 


Since FmHA held 14.9 percent of all farm debt at the end of 
1989, these rates are presented here to provide a more com- 
plete listing of interest rates charged farm borrowers. Com- 
parison of the spread between the 3-month Treasury bill rate, 
other agricultural loan rates, and the FmHA rates does, never- 
theless, provide an indication of the level of interest rate sub- 
sidy inherent in these FmHA loan programs. 


Interest Rate Comparisons and the 
Farm Financial Recovery 


In response to the economic pressures and deregulation of 
financial markets, interest rates on agricultural loans should 
be increasingly correlated with those in money and capital 
markets. This appears to be true for most lenders, with the 
notable exception of the Farmers Home Administration, 
which, as mentioned previously, has a government mandated 


economic opportunity agenda not necessarily consistent with 
profit maximization. Commercial bank agricultural interest 
rates, especially rates charged by large banks, tracked the 
prevailing market rate trends most consistently through the 
entire decade of the 1980’s. 


The Farm Credit System’s direct access to national bond 
markets may have allowed the FCS to temporarily isolate 
itself from changes in prevailing market rates. Following a 
policy of pricing loans based on the average cost of bonds 
outstanding, rather than based on the cost of new issues, the 
FCS was able to operate profitably while providing borrow- 
ers with lower interest rates than those offered by its competi- 
tors. The FCS was able to use generally rising interest rate 
markets of the 1970’s and early 1980’s to gain a temporary 
price advantage over commercial banks, an advantage that 
the Production Credit Associations, relative to large commer- 
cial banks, were able to maintain through the fourth quarter 
of 1984. 


Large commercial banks did not respond to below-market 
FCS rates by subsidizing loans to farmers. Larger banks 
were more restricted in their source of funds and by the pre- 
vailing regulatory environment. Besides, from a portfolio 
management perspective, it was more profitable for these 
banks to buy Farm Credit System bonds than to offer below- 
market rates in a competitive bid to expand agricultural loan 
volume and/or to retain farm borrowers. Smaller banks, 
particulary those reliant on the farm economy for the bulk of 
their business, appear to have been more willing to be price 
competitive to retain farm borrowers. However, commercial 
banks generally set loan rates based on their current cost of 
funds. Consequently, bank interest rates were more volatile 
during the 1980’s than their FCS counterparts. 


Between 1983 and 1985, the average rate for agricultural 
loans followed the general decline in prevailing market rates. 
During the 1986-88 period, the average spread between the 
different agricultural interest rates decreased substantially, as 
these rates began more closely tracking each other in 1985. 


Throughout the decade, Farm Credit System rates exhibited 
much less volatility than other lender rates. The stability of 
these rates proved to be expensive for the FCS, due to the ris- 
ing cost of the bonds sold to finance the below market rate 
loans to farmers. Historically, FCS bonds typically sold at a 
premium of 0.25 to 0.5 percent above Treasury securities 
with similar maturation dates. As large potential FCS losses 
appeared inevitable, investor confidence in the FCS bonds 
deteriorated. During 1986, FCS bonds carried a premium of 
as much as 1.3 percent to equivalent Treasury securities. 
However, during 1987, investor expectations were buoyed 
both by an improving agricultural economy and by FCS 
assistance provisions anticipated to be included in the emerg- 
ing Agricultural Credit Act. By late 1987, investors were 
regaining confidence in FCS securities and the risk premium 


began to decline. In addition, the FCS was making progress 
in retiring a significant portion of higher cost bond issues, 
through the issuance of shorter term maturities that could 
more easily be repriced as credit conditions changed in the 
general and farm economies. FCS bonds were selling well 
at the end of 1989, with the November issue trading at a 
0.22-percent premium over equivalent Treasury securities, 
an improvement from the 0.56-percent premium of only a 
month earlier. The success of this issue reduced the average 
cost of the outstanding FCS bond portfolio to 9.78 percent, a 
0.05-percent drop in one month. 


It appears that the close tracking relationship among agricul- 
tural interest rates was changing again by the end of 1988, as 
the FCS interest rates began to decline relative to other agri- 
cultural rates, especially bank rates. Unfortunately, the FCS 
did not report interest rates in 1989, making it difficult to 
assess their current rates relative to other lenders. 


The FCS held approximately one-third of all farm debt at the 
end of 1984, while commercial banks share was about 25 
percent. By the end of 1988, these market shares had been 
virtually reversed, with banks being the farm sector’s largest 
creditor. FCS interest rates and lending activity warrant 
close observation over the near future, as the FCS appears to 
be financially well positioned to attempt to regain this lost 
market share. The Agricultural Credit Act of 1987 author- 
ized $4 billion, if necessary, to assist the FCS. To date, less 
than $1 billion of this has been expended. Favorable current 
bond rates, and the expected continuing downward trend in 
interest rates generally, coupled with the security afforded 
by $3 billion of available assistance, could allow the FCS to 
fund new loans at interest rates that are not only below those 
offered by competitors, but also below the both current and 
average rates on FCS bonds. 


Conclusions 


The combined impacts of general economic forces and dereg- 
ulation of financial markets during the 1980’s created pres- 
sures for agricultural interest rates to align more closely with 
rates in money and capital markets. Through the late 1980’s 
this rate convergence phenomenon seemed to be emerging. 
However, by late 1988, it appeared that the FCS’s ability to 
sell its securities directly in national bond markets and to 
construct a diversified portfolio with respect to the maturities 
of those bonds allows the FCS to buffer the effects of market 
forces which have affected commercial bank interest rates. 
Probably as a result of an implied government guarantee, 
FCS rates do not reflect a true risk premium and thus move 
independently of other financial market forces and are more 
directly related to the financial position of the FCS as a 
whole. 
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Interest Rate Data Series 


Interest rate data series presented here include: 1) 
prime rate charged by banks and the 3-month Treasury 
bill rate, considered to be economy wide interest rate 
measures; 2) interest rates charged by selected agricul- 
tural lenders on new real estate loans and new nonreal 
estate loans; and 3) average interest rates on all real 
estate debt, all nonreal estate debt, and total debt out- 
standing (tables B-1 and B-2). These data are pre- 
sented annually for selected years between 1960 and 
1981, and both quarterly and annually for the period 
1982-1989. 


Prime Rate and Treasury Bill Rate 


The prime rate is the rate banks charge their best com- 
mercial customers, while the 3-month Treasury bill 
rate measures the short term cost of money to the Fed- 
eral Government. The data, provided by the Depart- 
ment of the Treasury and the Board of Governors of 
the Federal Reserve System, are annually drawn from 
the December issue of Economic Indicators, a publica- 
tion of the Council of Economic Advisors prepared for 
the Joint Economic Committee of Congress. Rates are 
reported by the Council of Economic Advisors for the 
current year only on a monthly basis. Current year 
prime rate monthly data are reported as a range, repre- 
senting the opening and closing rates for the month. 
Monthly prime rates are simple averages of these open- 
ing and closing rates. Current year quarterly and 
annual rates presented here are simple averages of the 
monthly rates. These data are revised annually to 
reflect updates of historical data prepared by the 
Council. 


Farm Credit System 


Historical interest rates charged by the Farm Credit 
System (FCS) on new real estate loans (through the 
Federal Land Banks, table B-1) and new nonreal estate 
loans (through Production Credit Associations, table B- 
2) were prepared by the Farm Credit Administration. 
Prior to 1988, rates were reported separately for Fed- 
eral Land Banks (FLB) and Production Credit Associa- 


tions (PCA): FLB and PCA average rates on new 
loans were based on contract rates on farm loans 
issued by each lender within each Farm Credit district. 
In computing average rates, each of the twelve Farm 
Credit districts was given equal weight. 


Recent FCS merger activity has created Agricultural 
Credit Associations (ACA) which extend both real 
estate and nonreal estate loans. Interest rate data for 
1988 are based on Farm Credit System-wide weighted 
average interest rates on real estate loans (whether 
issued by FLB or ACA) and nonreal estate loans 
(whether issued by PCA or ACA). Interest rates for 
1989 are not included, since the Farm Credit Banks are 
no longer required to report interest rates on new loans 
to the Farm Credit Administration. Alternative meth- 
odologies to obtain future interest rate data directly 
from Farm Credit Banks are being explored. 


Life Insurance Companies 


Interest rates on new life insurance company (LIC) 
loans are obtained in annual Economic Research Ser- 
vice surveys of the nine largest LIC lenders to agricul- 
ture. Prior to 1986, data were collected in quarterly 
surveys. To reduce the paperwork required of respon- 
dents, in 1986, the survey was modified to an annual 
survey, conducted in March, designed to obtain quar- 
terly data for the previous year. Rates presented here 
are the average quarterly interest rates reported by LIC 
survey respondents, weighted by reported average 
annual loans outstanding. While the interest rate data 
for 1989 have not yet been reported, next year’s sur- 
vey is being rescheduled for late January. If possible, 
1990 LIC interest rates will be included in the Febru- 
ary 1991 issue (AFO-40). 


Farmers Home Administration 


Traditionally, tables presented in this issue of the AFO 
have included average interest rates on new loans 
issued under two regular Farmers Home Administra- 
tion (FmHA) loan programs. While FmHA interest 


rates vary considerably between loan program types, 
the AFO has included only regular farm ownership 
rates (reported as real estate rates, table B-1) and regu- 
lar operating loan rates (reported as nonreal estate 
rates, table B-2). The Emergency Agricultural Credit 
Adjustment Act, enacted August 4, 1978, authorized 
that special reduced interest rate ownership and operat- 
ing loans be made available to limited-resource farm- 
ers. Favorable interest rates led to growing popularity 
of these FmHA programs, and, by the end of 1989, lim- 
ited-resource loans accounted for over 75 percent of 
all new farm ownership loans, and over two-thirds of 
all new operating loans. Since a decreasing proportion 
of FmHA loans are being made at regular interest 
rates, FmHA interest rates are presented, for the first 
time in this issue, in a dual column format showing 
both regular and limited-resource interest rates on farm 
ownership (table B-1) and operating (table B-2) loans. 


Interest rate data were obtained from FmHA Instruc- 
tion 1951-L, Exhibit C, an FmHA Special PN, Decem- 
ber 1, 1988, which includes dates that various FnHA 
program rates have taken effect since the end of 1976. 


Quarterly average rates on new loans were calculated 
as a weighted average interest rate, based on the num- 
ber of days that each rate was in effect during that 
quarter. Rates for 1989 are computed based on the 
date of rate changes reported by the FmHA Budget 
Staff. 


FmHA interest rates described here are rates on 
insured loans, which are made from the Agricultural 
Credit Insurance Fund. Monies in the fund arise from 
repayment of existing loans, Congressional appropria- 
tions, and the sale of Certificates of Beneficial Owner- 
ship to the Federal Financing Bank. 


Commercial Banks 


Interest rate data for bank nonreal estate loans are 
based on quarterly surveys conducted by the Federal 
Reserve Board. Surveyed banks provide information 
on all agricultural loans originated during the first full 


week of the second month of each quarter. For exam- 
ple, third quarter interest rates are based on loans made 
during the first week of August. For each agricultural 
loan made during the designated week, surveyed banks 
report loan amount, interest rate, and loan purpose. 


Commercial bank interest rate data are presented for 
all banks, large banks, and other banks (table B-2). 
Beginning with the third quarter of 1989, the data 
reflect slight modification in sampling design. Pre- 
viously, a sample of 250 banks had been drawn from a 
list of commercial banks stratified by total business 
loans. Of these, only about 130 would typically report 
any agricultural lending during the survey week. 
Large banks in States with statewide branch banking 
tend to be overrepresented in this sampling procedure, 
relative to the small local banks, which supply much 
of the agricultural credit throughout the midwest. As 
of the third quarter of 1989, this sampling procedure 
was modified to survey banks stratified by agricultural 
loans, rather than total business loans. This change, 
while maintaining the statistical reliability of the data, 
has effectively doubled the sample size, since the 
entire sample of 250 banks can be expected to report 
agricultural loans. 


Commercial banks are classified by size for interest 
rate purposes under the assumption that larger banks 
have access to a larger supply of funds, which they can 
obtain at lower interest rates. The extent to which 
these banks are then able to pass these lower rates on 
to their borrowers should be reflected in lower average 
interest rates charged by large banks. To date, the clas- 
sification of banks by size has been based on total 
bank assets. Banks that are relatively large agricul- 
tural lenders may be classified as small banks by this 
criteria. Conversely, large banks may have small agri- 
cultural loan portfolios. In future reporting of these 
interest rate data, the Federal Reserve Board may use 
agricultural loan volume as an alternative measure for 
distinguishing between large and small banks. 
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Appendix table 1--Total farm debt, excluding households, December 31 


-——<—wwwr rrr were wr wwe www mmm ene eee eee ww eee eee ee eee ee em mete ew eee ee eee ew ee em me ee ew ee ew ew eww mee ewe wee ee eee ee ee ee ee eee eee eee eee eee 


Year : Farm : eeeecanmenrs. | & Life : : Individuals 

s Credit : Commercial =: Home insurance Total : and : Total 

: System: banks : Adm. : companies : : others debt 

: Million dollars 
1976 : 29,008 28,077 4,963 6,828 68,876 27,191 96,065 
1977 199 31,289 6,377 8,150 78,810 32,047 110,857 
1978 3 5 34,435 8,832 9,698 90,531 36,871 127,402 
1979 249), 3576 37,125 14,442 11,278 108,221 43,329 folie 554 
1980 : 52,958 37,746 17,460 11,991 120,155 46,624 166,779 
1981 sol Deo. 38, 788 20,792 12,136 133,239 49,037 182,275 
1982 : 64,524 41,948 21,338 11,898 139, 708 49,793 189,501 
1983 : 64,418 45,569 21,573 11,834 143,394 49,301 192,694 
1984 : 63,308 46,932 22,946 11,592 144,778 45,899 190,775 
1985 SDD On, 44,181 24,254 11,035 134,577 40,537 175,215 
1986 : 5,179 41,355 23,907 10,199 120,640 34,484 155,124 
1987 : 39,528 40,896 23,372 9,231 113,027 30,048 143,075 
1988 : 36,790 42,502 21,711 8,938 109,941 28,452 138,393 
1989p : 35,179 43,858 20,213 8,852 108,102 27,516 135,618 

Percent change in year 
1976 15.0 13.8 7.8 10.2 13.5 11.8 13.0 
1977 : 13.7 11.4 28.5 19.4 14.4 17.9 15.4 
1978 : 13.9 Om 38.5 19.0 14.9 15.1 14.9 
1979 : 20.8 7.8 63.5 16.3 19.5 17.5 19.0 
1980 : 16.7 eh 20.9 6.3 11.0 7.6 10.0 
1981 : 16.2 2.8 19.1 lee 10.9 D2 9.3 
1982 : 4.9 8.1 2.6 -2.0 4.9 5 4.0 
1983 : =O 8.6 eI -0.5 2.6 =1/20 1 
1984 : silent 3.0 6.4 =2.0 1.0 -6.9 ao) 
1985 : -13.0 -5.9 olf -4.8 -7.0 =e aOee 
986 -18.0 -6.4 -1.4 =O -10.4 -14.9 =11.5 
1987 : eile alee me -9.5 -6.3 -12.9 =f 
1988 -6.9 3.9 Sent -3.2 =2eif. = 55 =3 05 
1989p -4.4 3.2 -6.9 -1.0 iat, = 55 -2.0 
Percentage distribution of debt 

1976 : 30.2 29.2 Bice 7.1 71.7 28.3 100.0 
1977 ; 29.8 28.2 ete! 7.4 lS 28.9 100.0 
1978 : 29.5 27.0 6.9 0 71.1 28.9 100.0 
1979 29.9 24.5 9.5 7.4 71.4 28.6 100.0 
1980 : 31.8 22.6 10.5 Ur 72.0 28.0 100.0 
1981 33.8 Zits 11.4 6.7 rei 26.9 100.0 
1982 34.0 Zeal eS 6.3 Troif 26.3 100.0 
1983 : 33.4 23.6 ere 6.1 74.4 25.6 100.0 
1984 : S52 24.6 12.0 6.1 75.9 24.1 100.0 
1985 : Sipe 25.2 13.8 6.3 76.8 23.1 100.0 
1986 29.1 26.7 15.4 6.6 77.8 Zone 100.0 
1987 27.6 28.6 16.3 6.5 79.0 21.0 100.0 
1988 26.6 30.7 ier 6.5 79.4 20.6 100.0 
1989p 25.9 Spee eye 14.9 6.5 79.7 20.3 100.0 


P=Preliminary. 1/ Includes individuals and others (land for contract, merchants and dealers credit, etc.) and CCC 
storage and drying facilities loans. 
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: Farm 
Year : Credit 

: System 
1976 16,881 
977 19,640 
1978 22,686 
1979 27,322 
1980 33,208 
1981 40,254 
1982 9 
1983 45,026 
1984 45,216 
1985 41,105 
1986 , 00 
1987 30,144 
1988 28,024 
1989p 26,059 
1976 16.2 
1977 16.3 
1978 Seo 
1979 20.4 
1980 21.5 
1981 Ziee 
1982 9.2 
1983 2.4 
1984 0.4 
1985 51 
1986 Se 
1987 =e 
1988 -7.0 
1989p -7.0 
1976 33.4 
1977 33.6 
1978 34.0 
1979 34.3 
1980 37.0 
1981 40.8 
1982 42.9 
1983 43.0 
1984 43.6 
1985 42.1 
1986 39.4 
1987 37.3 
1988 36.5 
1989p 35.0 


P = Preliminary. 
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6,075 asi 33,095 
6,994 3,613 38,397 
aie 3,746 43,847 
7,798 6,254 52,652 
7,760 7,431 60,390 
7,573 8,086 , 04 
7,626 8,361 71,851 
8,494 8,718 74,072 
9,313 9,206 ,ae 
10,443 9,540 72,123 
11,677 9,482 ,220 
13,307 9,249 61,931 
14,193 8,812 59,967 
15,263 8,421 58,595 
Percent change in year 
8.1 8.8 12.6 
Seal so) 16.0 
10.3 3.7 14.2 
1.0 67.0 20.1 
-0.5 18.8 14.7 
-2.4 8.8 Weed, 
0.7 3.4 5.6 
11.4 4.3 3.1 
9.6 5.6 Wet 
12.1 3.6 -4.3 
11.8 -0.6 -8.2 
14.0 -2.5 -6.5 
6.7 -4.7 -3.2 
7.5 -4.4 -2.3 
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Appendix table 3--Nonreal estate farm debt, excluding households, December 31 


Farm : f : Farmers : : Individuals : : ccc 

Year : Credit : Commercial : _ Home : Total : andothers : Total : crop 

: System f banks : Administration : : : loans 

Million dollars 
1976 Niemen 22,002 1,652 35,781 9,789 45,570 936 
1977 13,354 24,295 2,764 40,413 11,999 52,412 4,146 
1978 14,880 26,718 5,086 46,684 14,011 60,695 4,646 
1979 18,054 29,327 8,188 55,569 16,278 71,848 3,714 
1980 19,750 29,986 10,029 59,765 17,367 77,132 3,836 
1981 21,269 31,215 12,706 65,190 18,404 83,593 6,888 
1982 20,558 34,322 12,977 67,857 19,139 86,996 15,204 
1983 19,392 37,075 12,855 69,322 18,566 87,888 10,576 
1984 18,092 37,619 13,740 69,451 17,640 , 084 8,428 
1985 14,002 33,738 14,714 62,454 15,070 77,525 17,598 
1986 10,317 29,678 14,425 54,420 12,143 ,o27 19,190 
1987 9,384 27,589 14,123 51,096 10,916 61,900 15,120 
1988 8,766 28,309 12,899 49,974 11,760 62,751 8,902 
1989p 9,120 28,595 11,792 49,507 11,760 61,267 7,000 
Percent change in year 
1976 13.5 155 5.9 14.3 16.8 14.8 303.4 
1977 10.1 10.4 67.3 12.9 22.6 15.0 342.9 
1978 11.4 10.0 84.0 15s 16.8 IDES We 
1979 21.3 9.8 61.0 19.0 16.2 18.4 =20mnt 
1980 9.4 me 22 7.6 6.7 7.4 Se5) 
1981 taf 4.1 26.7 9.1 6.0 8.4 79.6 
1982 =533 10.0 2a 4.1 4.0 4.1 120.7 
1983 = 50 8.0 -0.9 2ne SSO eo -30.4 
1984 SON” Ac 6.9 0.2 -5.0 -0.9 -20.3 
1985 -22.6 =10 5 7.1 =10e -14.6 ew 108.8 
1986 2 Ole =1226 -2.0 -12.9 -19.4 2G 9.0 
1987 -9.0 a0) eeu Onn =O -7.4 = ae 
1988 -6.6 2.6 = Oth = Ome ata 1.3 =41.1 
1989p 4.0 iz -8.6 -0.9 0.0 Se55 -21.4 
Percentage distribution of debt 

1976 26.6 48.3 3.6 78.5 aNeD 100.0 
1977 2555 46.4 DieS ten 22.9 100.0 
1978 24.5 44.0 8.4 76.9 23.1 100.0 
1979 25.1 40.8 11.4 Tien On 100.0 
1980 25.6 38.9 13.0 leo 2205 100.0 
1981 25.4 37.3 15.2 78.0 22.0 100.0 
1982 23.6 59a 14.9 78.0 22.0 100.0 
1983 22.1 42.2 14.6 78.9 21.1 100.0 
1984 20.8 43.2 15.8 79.8 20.3 100.0 
1985 18.1 43.5 19.0 80.6 19.4 100.0 
1986 15.4 44.4 21.6 81.4 18.2 100.0 
1987 Vee 44.6 22.8 82.5 17.6 100.0 
1988 14.0 45.1 20.6 79.7 18.7 100.0 
1989p 14.9 46.7 19.2 80.8 19.2 100.0 


P = Preliminary 
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Agricultural Income and Finance Situation and Outlook Renewal 
[| Bill me. 1 Year 2 Years 3 Years 

[ ] Enclosed is $ . Domesticw), 2 2S 12.00 frou ter $23 001 far net $33.00 

Mail to: Foreign $15.00 $28.75 $41.25 





Use purchase orders, checks 


ERS-NASS drawn on U.S. banks, cashier's 
P.O. Box 1608 checks, or international money 
Rockville. MD 20849-1608 O'ders. ATTACH MAILING LABEL HERE 

Make payable to ERS-NASS. 


Credit Card Orders: 
a] MasterCard & VISA Total charges $ 


emanate) 





